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SOME SPECIAL FEATURES OF THE BOOK 


It has been written according to the latest syllabi of almost all 
the Indian Universities on International economics. 

It is the most up-to-date book available in the market. 

It serves the triple purpose that of text-book, help-book and 
university solved papers. 


It has been written on the tutorial system to enable students 
to grasp unaided the International Economics. 

It makes available to the student community first class answers 
to almost all the questions which have been set and which are 
likely to be set by the examiners on International Economics. 

It acquaints the students with the technique of writing relevant, 
Mherent and effective answers and thus assists them in obtain- 
ing high class marks in the Examination. 

The answers are lucid and exhaustive and not sketchy. 

It prepares the students to'' face the examination with boldness 
and fearlessness. 


The treatmenVIs interpretative and analytical rather thar 
descriptive. 

"‘’“”"8 i"’Portant fron, 

^he exsiTiination point of view* 

of economic dcelopipcn. 

IS both realistic and convincing. 

rtf '“8“80 is simple and fluent and 

the angle of treatment Is fresh and buoyant. 

It presents kaleidoscopic pictures of International Economics. 
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INTRODUCTION 


NEED FOR A SEPARATE THEORY OF 
INTERNATIONAL TRADE 

Q. 'Tatcrnational trade is only oae aspect of iaterlocal and later* 
regional trade.” Discuss. 

”The theory of trade between nations differs from the theory of trade 
with in a nation.” Explain. 

Ans. “International trade is treated as a distinct subject because of 
tradition, because of the urgent and important problems presented by inter- 
national economic questions in the real world, because it follows different 
laws from domestic trade, and because its study illuminates and enriches 
an understanding of Economics as a whole”^ 

International Trade 

The term trade is commonly understood to mean exchange of goods 
among peoples. If National markets also differ more widely than regional 
markets on grounds of tastes, customs and habits. But international trade 
can also be distinguished in kind from domestic trade. It runs between 
different political units, each with a sovereign government responsible 
for the well-being of (be unit. This accounts f*T difference in national 
economic policies— in monetary, exchange, trade, wage and similar areas. 

Inter- regional and international trade are both concemrd with piohleras 
of overcoming space. The relative abundance of records on the trade of 
nations, as contrasted with that of regions, makes the former (international 

trade) a belter subject for the study of the growth and decay of complex 
economic, political and social eniiiics.” 

International Trade 

The term tr de is commonly understood to mean exchange of goods 
among people. It comprehends every species of exchange. Trade may 
internal or external. Internal or domestic trade refers to transaction 
liimted with in the geographical boundaries of a nation or a region. It is 
callca inter-reg ional or home trade. International trade is trade among 

Irwin' *“**™®*'®"®* Economics (Homewood, Richard D. 

pp ’ 1 1^12) *'^^®*^* ’ *”*®”'®*'°*'®* EcoDomics (Homewood, Richard 
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different countries across the political frontiers, intra-regional trade is 
foreign trade. 

The economic reason of international trade is the same as that of 
the domestic trade, i.e., to raise the standard of living of the masses in a 
country. The fundamental basis of international trade is that : all countries 
cannot produce all the things equally well and cheaply ; unequal 
distribution of natural resources exists ; alt available factors of production 
cannot be substituted perfectly and the lack of mobility of labour is a 
fact International trade is the result of gecgraphical specialisation as in 
the trade betwetn two regions, as jute and cotton m Bengal and Bombay 
respectively. Difference between them is one of degree and not of kind. 

loternational Trade distinguished from Inter*regional Trade 

The following considerations point to the distinction between inter- 
regional and international trade and consequently lead to the need for a 
separate theory of international trade : 

1. Immobility of Factors of Prodnetion Ricardo advocates the 
case for a separate theory of international trade on the ground that the 
factors of production are immobile between nations whereas they are 
free to move within the nations. Capital and labour are mobile within 
a country, they believed, but not internationally. Even land can be regarded 
as mobile within in a country. Consequently the returns to factors 
tended to equality within, but not between countries But this assertion 
of the classicists is not fully accepted. There is some mobility of factors 
internationally as wc can and do speak of European market for labour. 
On the other hand, there is considerable degree of immobility within 
countries. 

It may be all right to say that there is a difference of degree in factor 
mobility intcr-regionally and internationally and that in the usual case people 
will migrate within ihcir own country more readily than they will migrate 
abroad Identity of language, customs and traditions cannot be assumed 
between parts of a country, but they arc more likely that between countries. 

To the extent that there are differences in factor mobility and equality 
of f.ictor returns, international trade will follow different laws as compared 
with inter-regional trade. 

2. Separate Markets : — 

Markets are separated by language, custom, usage, habit, taste, and 
a host of other causes of difference. Standards differ. Some goods are 
designed in inches, feet, pounds and short tons ; some in metric measure- 
ments. Even within the non-meiric s>stems, the Americans reckon oil 
in barrels per day. ti e British in short tons per year. Export and import 
trade must get outside of the culture of the domestic market to become 
acquainted with different goods, described in different words, using 
different measurements, bought and sought in different terms, for different 
currency units. 
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3. PoIiCicaliy Different Units : — 

The cohesion and solidarity is greater among people belonging to the 
’ same nation than among people belonging to different nations. This 
cohesion of the national group helps to explain national differences in tastes 
and customs which are dividers of national markets. It also explains a 
degree of exclusiveness shared by members of a nation against outsiders. 
Policies arc directed with the narrow end of satisfying the groups with 
in the nation. The task of intemationa] economics is to find, if it can a 
basis for economic relationships which will be satisfactory among the 
various components of a peaceful world. 


4. Different Natfonal Policies 

National rules, regulations and policies relating to taxation, labour 
standards, health sanitation, factory organization, social insurance, trade 
unions, education, public utilities arc more or less uniform for 

® considerations differ in different 

• of course, does not mean that rules, regulations and policies 

Completely uniform in the different regions of 

than *0 ^ ercatcr between the countries 

kind ° ® countries. Thus the difference is only of degree and not of 


5. Different National Groups : 

““““S '•><= people 

* The group IS unified against other groups. In the 19th 

forcefully when hrslTs * ‘The KmdlelKTger conveys the point 

naiional^radc is ^h^t’ trW bci^n inier-regional and inter- 

group, whereas trade befwemi the same 

units. Friedrich List a between different cohesive 

-ade is among us. 

6. Different-Moneys 

'n'-regional and 

the use of diff^ent^monevf a involves 

but a Swiss franc must be m Calcutta and Bombay, 

purchase. However, the real fact if it is to command the 

but the possibility of change in their relatL<f uf different moneys 

in the value of foreign ^ change 

their capital at home. On the other hand people keep 

J^^^B^capital becomes more 

D. Iiwin *^'“‘’*'***^*^ International Economics (Homewood Rjchard 
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and intcmaUonal mobility approaches that which obtaim within coun^«- 
As such the fact, that different countries follow different exchange 
policies, distinguishes international from domestic trade. 

Specific Problems. 

Problems of money and banking, wages and prices etc. are more 
difficult of solution in an international than in a nauonal context m 
money and banking, the mote difficult character of international Probie^ 
is self-evident. Foreign exchange crises are chronic m 
In the United States there is doubt as to what is the nght balan^f- 
payment concept to use. All these testify to the unsettled ^aracter of 
international payments as contrasted with those within a country. 

Inter-regional wage difficulties arise, but are of a different order of 
magnitude from those in international trade. Uniformity of wages *broug - 
out ffie country may be demanded by trade unionisu, but the Prospect 
of uniformity at the international level is looked with disfavour and is 
unlikely for a long time. 

Inter-regional problems of price arise with more frequency. I^ie^ 
nationally, however, the price seems seldom to be right. Most of countries 
are worried about their adverse terms of trade. 

This is not a conclusive demonstration. There is. however, 
of a presumption that economic problems are different, and more dimcuit 
ofXtion. when they run beiWn countries than when lie w.thm the 

jurisdiction of a single government. 

References 


I. Kindlcbcrgcr : International Economics. 

II. SneiderD.A. : Introduction to International Economics. 
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HE PURE THEORY OF INTERNATIONAL 

trade ; SUPPLY 



Q. “The theory of comparative costs has stood op much better than 
other parts of the old classical doctrine”. Discoss. 

Or 

What, according to you, is the rationale of international exchange 
of goods and services ? Or 

State the classical theory of international trade. What are the main 
critidsms advanced against it ? 

Ans. Appreciation of past theory is essential for the proper under- 
standing of the modem approach. The modem version has evolved out 
of some crude theories of past. Some of these crude theories of past are 
discussed below. 

Mercantilists Approach to Trade. 

It took various terms but essentially it was a belief that national 
power depended upon national economic wealth. Wealth was equated at 
this time the possession of precious metals, and a nation aspiring to great- 
ness would try to amass as large as possible a stock of gold and silver. 
Since a country’s stock of bullion increased when exports exceeded 
- imports, a corollary of Mercantilism was the attempt to build up a 
surplus of exports over imports. This excess was accordingly referred to 
by the Mercantilists as a favourable balance of trade. Little account was 
taken of the fact that it was impossible for all countries simultaneously 
to achieve a favourable balance of trade. To those accepting* Mercan- 
tilistic principles, trade was a means of national political aggrandize- 
ment. Its object was power rather than plenty. Mercantilist ideas were 
iwver universally accepted and economic policy measures associated with 
vi®? often enforced only half-heartedly. But until well into the 
18th century, they were the ideas which influenced Uie attitudes of most 
statesmen and economists towards overseas trade. 

Home and Adam Smith. 

. . Srowing criticism of mercantilistic doctrine was sharpened in the 
^”^0 '®th century by David Hume who, in his political mscourses in 
1762, arroed t^t the constant persnit of a favourable balance of trade was 
not foolish but also certain to fail. Hume argued that if a country’s 
exports meteased more than its imports, the resulting inflow of gold would 
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itself automatically lead to an increase in the domestic money supply. In 
accordant with the quantity theory of money a raising of the domestic 
prices Will follow. On the other hand, abroad, the out flow of gold 
to the surplus country and the consequent reduction in money 
supply would cause a fall in prices. The raising of the surplus country’s 
domestic prices and the lowering of the deficit country’s prices would 
tend to bring about a fall in the surplus country's exports and an increase 
m Its imports -thus automatically correcting the original imbalance. Thus 
Hume claimed to show that a given free market in Britain and internal 
1 attempt by a country to build up a long-term favour- 

able balance of trade was foredoomed to failure. Mercantilist policies 
carried the seeds of their destruction. 

Smith. 

Hume s approach to the effect of gold movements upon prices and 
the balance of trade was naive in the extreme, but to Mercantilistic 
contemporaries was a searching challenge. An even more significant 
challenge w’as to come in 1776 with the publication of Adam Smith’s 
Wealth of Nations’. Smith applied his famous principle of division of 
labour to specialisation among countries. He was critical of all 
m^sures preventing specialisation, arguing that just as attempts at self- 
sufficiency by individuals or households resulted in a loss of advantage 
of specialisation, so also did such attempts among countries. Adam Smith 
argued so far from creating wealth and adding to national prosperity, 
policies for self-sufliciency resulted in a net reduction in prosperity and 
human welfare. Similar to the advantages of specialisation within a 
wuntry he went on to show how similar gains could be derived from 
division of labour among nations, v' 

The corollary of Smith’s reasoning was that impediments to 
free trade were undesirable and should be abolished. Hume and Smith 
between them provided the intellectual justification for those anxious to 
see greater freedom of trade between nations. But this did not mean that 
victory for free trade was secured cither in the realm of ideas or in practi- 
cal policy-making. And it has never been achieved. Adam Smith demon- 
strated that two countries would gain from specialisation when one was 
more efficient than the other at producing product X but it was left to 
Ricardo to show that there might be gain even when one country was 
better than its partner at producing both products. This was the famous 
principle of comparative cost advantage, v/ 

THE THEORY OF COMPARATIVE ADVANTAGE 

Q. Discuss the thco^ of comparative costs in the context of 
more than two commodities io a money economy. 

Or 

Q. To what extent is the validity ''f the Ricardian theory of 
comparative costs dependent upon the assumption (a) that labour is the 
only factor of production, (b) that costs of production within each country 
are constant ? Or 
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Q. Critically examine Ricardo's contribution to the theory of 
intematioDal trade. 

Ans. Adam Smith propounded the theory of absolute advantages. It 
could be summed up in this way : "It was far better for a nation to import 
goods which could be produced abroad more efficiently in terms of real 
resources than to manufacture them itself.’' Smith’s emphasis on absolute 
advantages is clear and certain. It also implies that production conditions 
differ between countries and also within countries, 

Ricardo elaborated upon this implication and came out with his 
famous theory of Comparative Advantages. This could be briefly stated 
in following words : "So long as differences exist in the relative 
efficiencies of production of the different goods in two countries, trade 
can take place to the mutual advantage of both countriesf^ Rich country 
must have an absolute which is relatively greater than its other advantages; 
and the poor country will correspondingly have an absolute disadvantage 
which is relatively less than its other disadvantages. 

Ricardo's emphasis on comparative advantage is clearly distinguish- 
able from Smith’s emphasis on absolute advantage. We can visualize four 
cases assuming the usual two goods and two countries model. 

Case A. Absolute Advantage in One Country 


F 

America 

Australia 

20 

20 

S 

10 

5 


The above table illustrates the production possibilities of the two 
rauntries. These outputs are alternatives for equal resource inputs which 
RK^rdo regarded as. labour time units. Thus, if America uses 1 unit of 
factoi input. It can produce either 20 units of food or 10 units of steel. 
irrSlo- 3^?*^ America and Australia are equally efficient at 

has on the of!?; America IS more efficient at producing steel. Australia 

^vanC^n ste{‘;?odu“iot dis- 

take place because Australia will concentrate on food pro- 
she has a comparative advantage in this typo of actiwly 

wUh%e.aa.ran she 

would te world output 
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been an increase of world output (per unit of factor for each country) by 
2j Steel units. 

Gain distribution will depend upon demand factors. If demand 
conditions are such that the final F ; S rate of exchange settles down 
near the 10 F and 5 S end of the range, Australia will gain most from 
the trade. If it settles down closer to the other end of the range, 10 
Food and 2j Steel, America will gain most. 

Case B. Absolute Advantage io both countries. 

America Australia 
F 20 25 

S 10 5 

In this example Australia and America both possess absolute advan- 
tage in Food and Steel respectively. This is the usual Smithian case. 
Without trade, world output is 22j Food and 7 j Steel. After trade, 
world output of Food increases to 25 Food and 10 Steel. The increase 
of world output (per unit of factor input for each countiy) is by 2^ Food 
and 2j units of Steel. 

Case C. Absolute Advantage of one country in both goods, but with 
a comparative advantage in one. 

Suppose the production possibilities are as below : 

America Australia 
F 20 10 

S 10 3 

Trade will take place because America has a comparative advantage 
in Steel production i.e. America is better at being belter in st^l production 
than she is at being better in food production. 

Australia is worse at everything relative to America, but is less worse 
at producing food than she is at producing at Steel. She will concentrate 
on food production. 

Without specialisation, world output (per unit of factor input for 
each country) is 1 5 Fojd and 6 J Steel, but after sp^ialisation b^omes 
10 Food and 10 Steel. Again the distribution of gains will depend upon 
demand factors, the rate of exchange lying somewhere between 10 Food 
for atleast 3 Steel but less than 5 Steel. 

Case D. Absolute advantage of one country in both goods, but with 
no comparative advantages in either. 

America Australia 
20 10 

10 5 


F 

S 
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No trade results. Neither America nor Australia would 8^*® 
anything by specialisation in cither field of production. In other words, 
comparative advantage fails to arise. 

Thus, the necessary and the sufficient condition for trade to take 
place and be advantageous for the countries engaging in it is that a 
comparative advantage must occur in the production of one of the goods. 
The law of comparative advantage could be stated thus A country will 
concentrate its production on those things in which it has the greatest 
relative advantage over other countries and will get from abroad those 
things in the production of which it has the least relative advantage. 

Ricardo was concerned only with two countries— two commodities 
with one factor-input (labour time). This input was more efficient in one 
country than in another country with the result that wages would tend to 
be higher in the more efficient country. Labour movements will take 
place and would equate wages in both countries. This possibility of 
ironing out disparity in wages is denied by Ricardo. He argued that 
factors of production though not completely immobile, were exceedingly 
immobile between countries as compart with movements within a 
country. Whereas rates of return to productive factors will tend, to 
equality between the regions of a country, this would not occur between 
nations simply because of factor immobilities, 

♦ 

Criticisms of Ricardo 


The following criticisms against Ricardo’s theory of comparative 
advantage are made 

(fl) He tied his theory of trade to labour costs and to labour costs 
alone. 

■demand side on*y with the Supply side. He neglected 

(c) He did not take account of the effect of transport costs, 
model^ with only tffi a_noun tries, two commodities 


potentiaUy damaging. The 
aSis fs “d multilateral loiSmodity 

analysis is simply to modify Ricardian conclusions. 

Ri<«dorSi.Sonr‘l“‘.:°? of 

greater nart J°such<ases, demand factors play a relatively 

direction^f trade. Productivity of factors inputs in determining the 

the The tendency on 

ol»er™tiontobe“^ swo by 

wcftK ana lauering. Labour is not homogenous. If 
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there is an increase in the demand for barrels, the wages of Cooper’s will 
rise above those of Smith’s, with whom they are not interchangeable. It 
became recognized that there is not one great class of labour with a single 
wage but a series of non-competing groups between which the tendency to 
equalization of wages, in the short run, is weak or non-existent. 

A more fundamental objection, however, which would apply even 
if labour were homogenous and commanded one price in a perfectly 
competitive market, is that goods are not produced bv labour alone but 
by various combinations of all the factors of production : land, labour, 
and capital. To compare the labour content of two commodities— say, 
gasoline and textiles or meat and shoes — gives an erroneous view of 
relative values. Gasoline production requires far more capital per unit of 
labour than textiles, and meat output more land than shoes. Variable 
proportions of factors in the production of different commodities make 
it impossible to use the labour theory of value, however qualified. 

Q. Discuss the modifications introduced to the Haberler's theory of 
opportunity costs. Or 

Q. How far Haberler has been successful in over-coming the limi- 
tations created by Ricardo's labour theory of value ? Or 

Q. Review critically Harberler's theory of opportunity costs. 

HABERLER’S APPROACH 

Ans. The theory of opportunity costs a marginal opportunity costs 
has been developed by Harbeler to overcome the difficulty created by 
Ricardo’s labour theory of value. This idea of opportunity costs in 
international trade is usually represented by production possibilities curves 
which show the amount of goods which all factors of production in 
combination can produce. It is obvious that the emphasis shifts from one 
factor to all factors. 

Suppose wc construct a two-commodity two-country model as 
before. 





11 


THE PURE THEORY OF INTERNATIONAL TRADE ; SUPPLY 


In the absence of trade, the American production possibilities curve- 
shows that its factors, in combination, could produce either- 10 units of 
wheat or 20 units of steel, or any other combination of wheat and steel 
represented by any point on Its curve. 

Any point on the right of the curve is unattainable due to limitation 
of factor supplies ; similarly, any point within the curve (X) implies that 
not all of factors are being used,- 


In Australia’s case, the curve shows possibilities of producing either 
5 units of wheat or 2 units of sieel or any combination along the curve. 
We have here a case of America having a comparative advantage in steel 
production and Australian in wheat production. Thus, at any point on 
America s production possibilities curve, she can produce one more car 
by giving up a smaller amount of food production than Australia has to 
give up in order to produce an extra car. Similarly Australia has a 
comparative advantage in wheat production. 


Jt, cost of wheat is how much steel has to be given up 

n order to produce an extra unit of wheat ; the opportunity cost of steel 

given up to produce an extin unit of steel, 
n makes no difference whether the factors which leave the production of 

defin^r^n to make another are well suited to the new product or not, our 
definition of opportunity costs is still valid. 


constant production possibilities curves indicate what is called 

inSfS costs-ifany resources shift out wheat production 

oroi»Sof7o ‘ produce steel in the constant 

P portion 1 . 2, no matter what proportion of total resources arc shifted. 

constant opportunity costs, the 

sSn A^ hSSl ® r!'* “St twice as much as a unit of 

production ^ the ^ resources from wheat into steel 

steel will fall as itc will fall and its price rises ; the price of 

. will fall as Its supply increases until the 1 : 2 price-ratio is restored. 

goodJ^Jf ^ Pjoduct then is how much of the other 

product ^ protoLOne extra unit of that 


cuiw^^°^ade be on its production possibilties 

suppo^ hJTwcver ^ « acquired for this) 

and 5 units of whUt r consuming 10 units of steel 

steel and units of ^ D consuming one unit of 

. sSiWPof PP^ibUities curves on eaeh 

2 uniras o?Tiiits of W l? Australian price-ratio of 

ID food production then to specialise completely 

p non. then her maximum output of wheat would to 5 unite 


Cl 
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■which she could trade for S at the assumed ratio of 5 units of wheat for 
2 uni« of steel. Assuming that Australia would like to end upatD, 
then America would be able to import 2 } units of wheat for 1 unit of steel 



exports and so reach point E by trading along FE which has the same slope 
(i^resents the same price ratio) as Au Au. In this example, the volume 
of trade is limited by Australia's relatively small size, but nevertheless the 
example illustrates two important points : 

(i) Trade has benefitlcd America to reach a point outside its 
original production possibilities curve. Given the trading price ratio we 
were using, Australia is no better off, so all the gains have gone to 
America. 

(») Even though Australia specializes completely in wheat production, 
America becomes more but not completely specialised in steel production. 

In spite of the fact that the final price-ratio after the trade may be 
the same as obtaining in one of the two countries (not both) before trade, 
it is more likely that price-ratio will settle somewhere between the two 
domestic pre-trade price-ratios, both countries gaining from trade, j/ 

Suppose that the post-trade equilibrium price-ratio settles down at 
20 units of steel for 30 units of wheat as is shown by the new price line 
Au Au'. In this case, America will not gain as much as in the previous 
situation ; Australia sharing in the gains from trade. 

For America the position of price-line is not known until we know 
how much steel Australia wishes to import at the given trading price 
ratio. Nevertheless its slope will be the same as Au Au'. 

It is obvious that Australia will gain, but the actual distribution of 
gains will depend on what the final price-ratio is— i.e. this depends on 
^demand factors. 
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1 ? 


However, we can say that under condition of constant opportunity' 
costs (straight line prodiiction possibilities curve), for the maximum 
benefit from trade, specialisation of production after trade will be greater 
for both countries but may well be incomplete, for a large number of 
reasons some economic and some political. 

Modifications to Harberler’s Analysis 


These consist mainly on the assumption of constant opportunity costs — 
i.e. the assumption that transfer of factors of production between commo- 
dities does not aSect the relative efficiencies of these factors in either 
type of activity. We abandon this assumption. 

In real life not all resources are equally adaptable in all type of 
activities, under more realistic conditions, then we can have situations of 
increasing opportunity costs causing the production possibilities curve to be 
concave to the origin. Over a certain range of possibilities, wheat and steel 



?n concentration of production 

non Th factors of production become incrcasiagly 

^urve from A to B increasing 

Of Wheat, the opporWniiy cosi 

wheal in orHpr increases ~we must give up more and more 

wneal m order to gam an extra unit of steel. 

Saondly, under conditions of increasing opportunity costs the rate 
at which wheat exchanges for steel will hi deterS by dem^d 

be deter'mine^'by 


possibilities curve where thrslo^Tthe‘ cu%rb[heTam^as the° lope o 


wheat 
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the price-line, {i.e., atC). At C the rate of transformation into steel 
through production is the same as the rale of transformation of wheat into 
steel through trade (slope of price-line). Economy is in equilibrium. 

If production takes place at a point D (other than C), then given the 
demand conditions, an excess of one good relative to the other will occur, 
creating a situation in which it would pay to shift resources out of 
excessively produced goods and into the scarcer good. Thus there would 
be a tendency to move towards C. Now, suppose, we have a situation in 
Avhich the domestic price-ratios of wheat and steel are not identical in 
■our two countries and the production possiblities curves can be shown as 
follows ; 



America is more efficient at steel production and Australia is more 
efficient at wheat production. 

If we now superimpose our two diagrams, we have the diagram given 
on page 15. If trade takes place, an international rate of exchange between 
wheat and steel will develop, the exact rate depending on the demand 
conditions in the respective countries. Suppose the final rate of exchange 
settles down and represented by the slope of the price-line PP ; then in 
equilibrium, each country will produce at a point on its production 
possibilities curve where the slope of the curve are the same (X & Y). 

America will move resources out of wheat production into steel pro- 
duction, Australia will do the converse ; America will export steel to 
Australia and import wheat, the exact amount traded being indetermlned 
unless we bring in demand conditions. 

America will consume at a point along PXP to the left of X, and 
Australia along PYP to the right of Y. By so doing both countries will be 
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^hle to move outside their original production possibilities curves and so 
l>enefii from trade. The important difference between the case of increasing 



^sts and that of constant costs is that under constant costs, specialisation 
IS more likely »o be complete, whereas under increasing costs, this is far 
less likely. Again, however, in real life, specialisation even in cases of 
•constant opportunity costs, will not naturally be complete. 

Habcrler-s analysis shows that even if we discard the labour theory of 

CO opportunity cost theory, the compaiStive 

JSfnnr ''ahd-countnes will specialise in the produc- 

<ionof goodsm which they have comparative advantaee so that if th^ 

*^'®**®^ abroad than domestically 

It will pay a country to shift resources out of this former good fAl and 

K (Bj for (A) until the prices of (A) and (B) are 

Z domestically. Thus differences in opportunitVeosts eWe 

nr J*If approach recognizes the existence of many different kinds 

tbeSv^ a major Step forward from Ricardo's simple 

meory. The oppoi tunny cost doctrine stresses (as the basis of traded thp 

possibilities curves of nationl- 

a sinote h" ‘'™“ sP-<=«>isalion exists irrespective of why 

in one good STcomparaUv^ 
vantage m another. In other words, trade is bcncaicial as long as 
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opportunity costs differ, no matter why they differ. This puts to rest 
imm^iately the cheap foreign labour and other naive protectionist argu- 
ments. 


If trade is based on comparative costs which arise out of differing 
production functions, what causes these differences to arise, why arc 
production possibilities curves different in different countries ? This brings 
to the consideration of the Ohiin-Heckscher Theory of Trade. 

THE OHLIN HECKSCHER THEORY OF TR ADE 

Q. (i) Contrast the Heckscher-Ohlin theory with the classical 
theory. 

(ii) Review critically the Heck.««her'Ohlio theory of trade. 

(iii) Scrutinize carefully the assumptions inherent in the Hcckschcr 
Ohlin Model. 

(iv) Discuss Ohlin theory of international trade. How fa^ do yoo 
consider it an improvement over the classical theories in the same field . 


Aus. Heckschcr-Ohlin Theory contrasted with Classical Theory. 

The Heckscher-Ohlin theory breaks away from the Ricardian model 

in several respects. In striking contrast to the latter. 

with in the fomewerk of Cassclian general equilibrium theory , be g 

rewritten in terms of a multiple market theory pricing It 

the traditional analysis from the grip of the Ja^our "g 

Fundamentally more important is the second By a s ^ 

one factor and constant returns to scale, the Ricard-an ^ . 

the factor-supply irrelevant in determining this trade jpattern. on 

hand the Heckscher-Ohlin model assumes two 

differences in factor supplies the crucial determinant of comparat 
advantage. Infacl, it. for the first time, integrates 
international trade theory in a satisfactory and mucl of its ‘nipa^^h s 
been in this field. The traditional theory consisted Procuring of prop 

sitions about the relative prices of goods ; the ' 

now offers a scries of propositions about the relative prices of 

Thirdly, whereas the Ricardian theory attribubes to '^^^nationaj 

aSantage. The^H^kscher-^di^^^ ^pSrposmlatcs identical 

production functions among nations. 

Finally, the classical theory is a 

propositions of trade theory, v i j at exploiting the structure 

wnlribution to positive economics-an attempt at exp 

of trade. 
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Essence of the Heckschor-Ohlin Theory 

Heckscher-Ohlin approach and 

latter comparattvc costs. The former establishes the 

to LraethitiP establishes comparative costs as due 

g more fundamental— differences in factor endowments. 

The traditional theory finds the reason for Trarfi» in HJff* 

between countiies. >“ the relative endowment of factors 

provte a'^atrac Lancaster, 

Sevariss'S. iCs' ?““F“ 

of knowledge and lechn?q5;ranTabsoTme ^'''^1'=' ‘«“™i“ion 

ration Of factors. absolute freedom for the costless mig. 

telwan^wo'SSntHes uLs”p7a’‘« "PP'y : Trade 

dity costs which result from two 

conditions for trade are : rehtilrdifSt^" -T' , 

production of different corarnoditi« ^ SLl requirements in the 

again are traced essenfialiv differences m factor nrir*»« 

two oountries T?qSofe & tcaroities 'inThe 

K?’ '“‘^^hfcs*wWch"’req'SIrf for 'th '■''' 

wSTb“„rrrXTete, “ *■“ ^ “ '«™vfat°nV„1fS 

ThfbSc'Zr^ HECKSCHER-OHLIN MODEL 

“’t Prodoot and factor market 
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(») 


Factor mobility within a country is complete but factor mobil ty 
between countries is non-existent. 


m 

(»•) 

(V) 


Factors are identical qualitatively in both countries. 

Factor supplies in each country are fixed and fully employed. 

Trade is free and costless— no bussiness of any sort and no costs 
of transport. 


(vj) 


The physical amounts of each productive factor possessed by each 
country can be measured. 


(v//) 


{viii) 


(ix) 


Technique of producing identical goods, are the same in both 
countries- the same amounts of factor inputs in country, applied 
to the production of a given commodity will yield exactly the 

same output. 

Goods can be classified according to their factor inUnsitiw. 
Relative factor prices must have no bearing, therefore on 
whether a good is classified as being labour or capital intensive. 

Constant return to scale applies to the production functions for 
goods and the production possibilities curves are concave tor me 
origin (factors of production are partly substitutable). 


Ohlin argues that once we know from assumption 0’^) ^ 

relative factor endowments are for each country, we can infer from mis 
what the relative factor price structures will be for each country. 
countJy relatively well endowed with labour will have a 
such that capital will be more expensive (earn a higher return) relative w 

labour. 


In other w>rds s jpplv outweighs demand in the determination of 

Native faaor If. however, demand for factors were to play an 

relative factor priws. iu have to talk in terms of 

KOMmi" scarcities rather than simple physical quantities and physical 

scarcities 


Emphasis on relative quantities should be clearly understood. For 
instance. 


^ ^ X may be units = 2 


^ y may be f units 


= 4 . 


,n this example country 
amount of labour than '=‘?^Yabour ■ and although the wage level m (y 

'S: uwmt lower, ft, ativc to .he return of 

captalin(y), than the wage level ,n (.x). 


Sm‘“chnTqueT)Cr a given good in each country means rhar .he 


production 
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iwquant map for a given period will be the.same in both countries, so 
in at j I relative factor prices in both coxmtries were the same> each country 
would produce the two commodities using the identical factor proportions. 


fK. diagram A A represents a unit isoquant in 

the production of good A, then a country with a relative factor-price- 
structure as represented by the slope of LC, will combine its factors to 




CAPITAL 


it too Will^ombioo «tio Ol' 

i.o.hXS“i “ 

/ . / » me relative factor endowments are identical 


(/... only if i in X= in Y ) . 


each?iXt'iiUombEf between countries and so 

abundant country usSg “abour intensive n Proportions, the labour 
abundant coun.;? usi”| ‘4^“,“', iSrpr&neThfdf ’ 

are <wSrthoug'h thSkSaulinf iroquant maps for different goods 
same i„esper,i^^|f^bjuantmp for a green commodity will be the 

«pital intensive, it must reraam so for r olassified as being 

that the isoquants for tw^Senf foodt o ‘bis mean! 

Thus in the above diagrams at anv v^tn^ ““b other once. 

by the slope ”f the hne <^ 0 . ratio 

r2- amSs? sS 
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labour intensive relative to the production requirements of another good 
at the same factor price ratio. 

I 

If the isoquants intersect more than once, good A will not always be 
capital intensive relative to good B. ' 

So far goods A and B are being produced in each country using 
identical production techniques, but with goods A and B requiring 
individually, differing production techniques and assuming perfect com- 
petition in both factor and product market (Ass. No. i), Euler’s Theorem 
will hold— i.e., each factor of production will be paid the value of its 
marginal physical product, therefore, under Ohiin’s assumptions, the 
actual price of a commodity must, in equilibrium, be equal to its units 
cost of production i.e. the sum of the capital and labour inputs per unit 
of output valued at their respective market rates. 

Now according to the law of comparative advantage trade will only 
take place if relative commodity prices differ internationally i.e. the price 
of A relative to the price of B in country (X) must differ from the price of 
A relative to the price of B in country (Y). Given Ohlin's assumptions 
and Euler’s theorem, this is the same thing as saying that the cost of 
of producing A relative to the cost of producing B in country X must 
differ from the cost of producing A relative to the cost of producing B 
in country {Y). 

Suppose, in our two countries, two good and two factor model, that 

country (X) is relatively well endowed with capital and that for all factor 
price ratios, good A is relatively capital intensive in production. According 
to Ohlin since country (X) is capital abundant, the price of capital relative 
to the price of labour will be low. It follows, therefore, that country (X) 
will be able to produce good A relatively cheaply and country Y will be 
able to produce good B relatively cheaply (simply because factors differ 
between two countries). The price ratio between goods A and B will differ 
between the two countries, therefore, and trade will take place, each 
country exporting the good in whose production a relatively large 
amount of its relatively abundant factors are required. 

Thus in Ohltn-Heckscher model comparative advantages arise because 
of the existence of differing international factor endowment ratios and 
differing commodity factor intensities. 

If relative factor endowments were identical and commodity factor 
intensities the same, no comparative cost differences (and therefore under 
Ohiin’s assumpiioris. no comparative price differences) would arise, and so 
there would be no theoretical basis of trade. Only if there is a different 
in relative factor endowments and commodity factor intensities, can trade 

take place, the trade pattern being such that relatively capital abundant ^ 
country exports the relatively capital intensive g^d and the 

relatively labour intensive one. Thus in our model, the only difference 
between the two countries was that they had different relative factor endow- 
ments and this determined production and trade patterns. 
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CRITICISM OF HECKSCHER-OHLIN MODEL 

Much criticism has been directed against its simplified and unrealistic 
assumptions - 

(/) It was assumed that factors of identical quality existed in the two 
wuntries and that these factors were capable of being measured in order to 

in ratio's. In the teal world factors are not 

Identical in quality between countries and more than one type of each 

P'obkms of measurement and Mmparhon 
would an^m real world. Thus differing factor qualities would be a 
powerful mfluenw on factor productivities, \cad\ng to differing inter- 
national costs of production and therefore trade possibilities. ^ 

^hlin argued that relative factor price would reflect exactlv 

endowments, This means that in The deterr^iLtion of 
actor pnces, supply outweighs demand. However if demand for factor*! 

sssissiarTps 

also be high and the factor price ratio (i ) will exceed the (-| ) price 
ratio in the capital abundant country. 

in intde,” sr^ras^'lelai^^'L^Li^”' “nld engage 

commodity prices) differed Th;<! i. therefore relative 

conditiomfoMhltowTunnlJs di demand 

unless we can assuSat relat ve countries. Thus. 

Mdowments.we cannot deUe the biirohiiTH factor 

being the sole explanation of trade ‘’?J^5^^^*y:Heckscher theorem as 
w the determination of relative factor ''^t'iable 

jjy trade takes place are oossiWe * ni?r ® explanations of 

become but one explanation among iany^ ® factor endowments could 

dily'^e the^fmrf„''‘ul,‘ if'?*''''”/”' “ ^ivea commo- 
comparative cost advantages mav a^e }Z such a case, 

‘plensity curve) and lead ^to trTS the position of 

takes place will not correspond to the Ohiin trade which 

f//b^,countricswillbeeWtme the aoid ^ 

relatively abundant factor®the whose production requires a 
Whi^ requires a relatively fiood 

^eiMtionS^roducUon^^hniques^^bu^ O^raian assumption of identical 
t^s factor mtensity of a good is not lnvi^S«T situation to arise in which 

price structure of the country °®t invariant with respect to the factor 
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If the isoquants for two commodities intersect more than once, we 
can no longer say that a good will be capital intensive, no matter what 
the factor price structure may be. Ford has demonstrated that if the 
isoquants intersect twice, good A will be capital intensive over a certain 
factor price range and labour intensive over another. Using our factor 
intensity curve this can be represented as follows. 



Q represents what is called the factor intensity reversal point —at any 
factor price ratio upto Q, good A is relatively capital intensive, after Q, 
good B becomes relatively capital intensive. Since country (X) is assumed 
to be the country with relatively large supplies of capital, we could 
represent its factor price-structure at x. Point y correspondingly represents 
country (Y) factor price-structure. Country (X; would prefer to produce 
good B (capital intensive) and (Y) also would seem to produce good B 
(labour intensive) at their given factor price ratios. However, given the 
shapes of curves in the diagram, it is obvious that country (Y) has a 
comparative advantage in the production of A. When trade lakes place, 
then the specialisation and exports of (Y)will correspond to the basic 
Ohlinian theorem, but those of country X will not. 

Again, once we relax the Ohlinian assumption concemirig the relation 
between factor price structures and commodity factor intensities, the trade 
pattern which is possible need not follow the basi; theorems. This is the 
factor intensity reversal criticism. 

(v) Another criticism of Ohlin was about his assumption of constant 
return to scale. However, a country, after trade, may find its market 
enlarced as it has to produce both for domestic and foreign market. 
In such a situation possibilities arise for reaping economies of scale. 
Consequently, the prices of goods charged by these industries (enjoying 
economics of scale) will be higher than actual costs, so that productions 
costs arc no longer a direct reflection of price. 
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It is also possible that if scale economies were sufficiently powerful, 
a country with dearer factors of production could purchase a given article 
cheaper than the country with relatively cheap supply of factors. In this 
case the influence of factor prices has been overshadowed and trade 
could occur, purely, on the basis of increasing returns to scale. 

(v/) It is also possible that due to demand preferences for the goods 
being produced, the commodity price ratios will fail to reflect cost ratios 
and so we can have situations in which the trade pattern does not corres* 
pond to the basic theorem. 


Ohlin has also been criticized due to the unrealism of his assumption 
of perfect competition in product and factor market and complete immo- 
bility of factors^ internationally. The important point is that once we 
replace the Ohlinian assumption by more realistic ones, we are faced with 
a number of possible explanations why trade takes place. 

(0 Differing relative endowments ; 

(//) D.ffering factor qualities ; 

(iii) Difiering production teachniques ; 

(fv) Consumer demand preferences. 

Ohlin himself recognized the unrealism of his assumptions and 
attempted to modify them in constituting a subsidiary theory in which 
he concluded that though there were a number of reasons why commodity 
^ices could differ internationally, factor endowments were the prcdo- 
r ^ explanation. The cause of trade for Ohlin was no 

classical theory of comparative advantage, trade is 
relative commodity price ratios. The basis of 

'^^‘Ch cause these commodity 
price ratio differences to emerge- unequal intemaUonal factor endowments. 

mode^r^telf the theorem is valid for a multi-commodity 

Sefarkin in I production technique data, goods 

ti“ adv?ntaal S therefore in terms of compara- 

ordefto ^ introduced into the picture in 

<ier to determine which goods are exported and which imported 

factor endowment theory test 
Q- (i) Write a brief note on Leontief Paradox. 

appli^ililv^rf'^f Bhardwaj attempted to discover the 

the United States and the compared 

u i>iates and the Umted Kingdom’s export sharw of relatively 
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^ United States ^ds with 

low capital intensity relative to labour. However, his findings have been 

capital intensity is unsatisfactory. 


,, Lcontief Paradox. Leontiefs attempt at measuring and comparing 
the lector intensities of the United States exports and imports is probably 

tne best known of ail, since it comes out with the paradoxical conclusion 
hat America exports labour intensive goods Because of this, his 
conclusion is often referred to as the Leoniicf Paradox ; a paradox since 
one Wc uidnorrraly accept without question that America is relatively a 
capital abundant country and should, therefore, according to factor 
endowments theor>'. export relatively capital intensive goods. 


Leontief undertook this analysis by considering the effects on the 
release of resources of a reduction of el million worth of the Uni'ed Stales’ 
exports and imports. 


Criticism. One major criticism of Leontief's methodology was that 
he was concerned with e.xports industries and competitive import 
replacements, not actual imports. The 0-H theory applies 
to actual^ exports and import and because of this Ford argues that 
Leontief s conclusion is not applicable to the basic Ohlinian theorem 
and cannot llierefore invalidate it ; not only this, but one 
could expect American import replacement production to be more 
capital intensive than export production, simply b.causc American 
production me'hods are directed towards using a relatively large amount 
of capital and a fair proportion of America's raw materials imports 
(sn:c they may not exist in America in economic quantities) would 
require, if America were to produce them itself, relatively large amounts 
of capital. 

All we can say, then is that American export capital intensive 
products and imports products which if it were to produce them, would 
require relatively more of its abundant factor. 

This is a similar sort of argument to Jones who concluded that it 
was possible that both American export and import competing goods 
were prodtc d with more capital intensive methods than abroad ; since 
the OhNnian theory cannot be put into reverse / e., one cannot conclude 
from trade patterns what relative factor endowments are, and Leontief 
made no effort to measure or compare relati\e factor endowments. 

Deftnees In Favour of OhUnian Theorem 

I . One explanation considers foreign labour to be less efficient 
than .American labour, and makes adjustments to show that America is 
relatively labour abundant. However, there is no logical reason to choose 
labour as the more efficient factor and reduce it to standard units. Capital 
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can equally be as efficient as labour. In such a case adjustment effect on 
factor intensity calculations may be reduced or even offset completely. 

Secondly, factor intensities for the same good may be completely 
different between America and the countries which export these 89°^ 
America. Thus we have a case of factor-intensity reversal with the 
result that we cannot simply form the factor endowments which country 
will export which product. This could expl&bi the Leontief s finditigs* 

Thirdly, in real world production techniques for a given commodity 
will differ between countries- This can give rise to one of the countries 
exporting a product which requires for production a relatively *9*8® 
amount of its scarcer factor. Thus, we could accept the Leontief s 
findings without rejecting the Ohlinian theorem. 

Fourthly, demand conditions in America may be such that domestic 
production of capital intensive goods is insufficient to satisfy this 
demand, with the result that America is forced to import capital intensive 
commodities. However, according to Brown, it appears as if America 
consumes relatively more of goods such as services which are relatively 
labour intensive. 

Fifthly, H off Mever argues that the Leontief paradox is due to his 
failure to deal adequately with natural resources. If commodities which 
require a relatively large amount of natural resources are excluded from 
the calculation of capital labour ratios, then Leontief’s conclusions would 
be reversed — America would be found to import labour intensive goods 
and export capital intensive goods. Since actual American imports have 
an imporianl natural resource element and since Leontief was concerned 
only with import replacements, it would be better to exclude the natural 
resource commodities from the calculations. We then have no paradox 
to explain. 

BhardwaJ studied bilateral trade between India and America (not rest 
of the world). He found that forIndo*U S. trade, the factor intensities 
were the reverse of those which applied to total Indian trade — India 
exports capital intensive goods to America and imports from America 
labour intensive goods. 

. Conclusion. On balance it would seem reasonable to say that the 
Ohlinian-Heckschcr theorem has not been refuted. However, this is 
maiuly because the assumptions on which it is built are so unreal and 
restrictive that it would be virtually impossible to devise a real world test 

is for all practical purposes irrefutable, and is 
therefore to that extent a bad theory The theory with its assumptions 
has almost become a faultology— a country will export those goods using 
large amounts of those factors used in its exports. 

to real world, many assumptions do not hold good i e. , production 
technique are not identical internationally, that factor qualities do differ 
aw that factor mtensities reversals are a distinct possibility. Once wo 
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these, the Ohlin-Heckscher theory becomes but one of many 

pndnw^ place. It is not necessarily factor 

"r / ’“tensities which determine trade, but rather it is the whole 
forces operating through supply and demand which determine 
whether or not trade takes place and on what terms. 

for in commodities can be regarded as a substitute 

for the infemational mobility of factors of production.” Comment. 

State and explain the conditions under which Samnelson’s factor price 
equalisation theorem is valid. ^ 


Ans. Equalisation of factor prices 

. Trade occup because prices of commodities differ between 
different wuntries. Price .differ because different goods require 
diHerent factor inputs and different countries have different 
factor endowments. Trade continues until these price differentials are 
eliminated. Thus trade equalises relative commodity prices apart from 
transport costs. In other words, trade tends to bring about the 
equalisation of factor prices. 

The explanation is simple, but it depends upon several assumptions : 

W There must be as many or more commodities than factors : 

(«) Tastes are broadly similar. 

. ^h’O There are identical production functions of a similar character, 
dinerent as between the two commodities and each providing a limited 
degree of factor substitution. 

(iv) No transport costs or other barriers to trade exist to inhibit full 
commodity price equalisation. 

(v) Perfect competition prevails. 

Exports of a country consist of products embodying the abundant 
Kiclor, consequently demand for the abundant factor increases and makes 

less abundant. Similarly imports consist of products 
embodying large amounts of scarce factor. Consequently scarce factor 
Incomes less scarce in the domestic market. Now exports tend to raise 
the price of the abundant and cheap factor : while imp.^rts reduce the 
return to the scarce and expensive factor. 

In this way, the tendency towards factor price equalisation will be 
carried to the point where factor prices arc fully equalized. The 
assumptions are highly restrictive and limit the conditions under which 
such factor-price-equalisation is achieved. “But while full factor price 
equalisation may be an intellectual curiosity rather than a significant 
proposition for the real world, the tendency toward factor-price- 
cqualisation is much more meaningful. Trade tends to raise the price of 
the abundant factor and weaken the price of the scarce factor and where 
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SAMUELSON’S CONTRIBUTION 

A satisfactory demonstration of the necessary partial and 
character of factor price equalisation is yet to be j 

developed Ohiin’s idea scientiBcally giving it a lopcal ^ap n 

conditions and circumstances under which complete factor p 

“on not only possible but inevitabk. Samuelson again makes 

several assumptions and those may limit the effectiveness of the theorem. 

However, the assumption are : 

(i) Two countries, producing two commodities with two factors of 
production. 

(//) Perfect competition prevails in both countries in product as well 
as factor market. 

(»i) No tariffs or barriers inhibit the movement of commodities across 
borders. 


(iV) No costs are involved in such movements. 

(v) While commodities are perfectly mobile between countries, 
factors of production ate perfectly immobile between them. 

(v/) Commodities are produced under conditions of constant returns 
to scale i.e , proportional changes in all inputs bring about 
proportional changes in output. 

(v/'O The law of diminishing marginal productivity holds good, i.e., as 
any one input is increased relative to other inputs, its marginal productivity 
diminishes. 


(vi/i) The production functions of each commodity in each country are 
mathematically “homogeneous of the first order”. It is identical in both 
countries. 

(ix) The factors of production are qualitatively identical in both 
countries. 


(x) The commodities are classifiable as labour intensive, capital inten- 
sive or land intensive depending upon the factor which is used in greater 
proportion. 

(xO Something is being produced in both the countries of both the 
commodities with both the factors of production. 


1. Charles, P. Kindleberger, International Economics (Homewood, Richard D. 
Inrin, 1968 p. 33). 
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Suppose A and B (countries) are economically identical (all assump- 
tions are satisfied). Supplies of factors of production are also identical in 
A and B. Let the factors of production be ‘labour’ and capital. It will 
follow that same price will rule in both countries and no trade will occur. 
Now assuming that increase of one factor capital occurs in A and assum- 
ing that no trade facilities exist, price of capiul in A declines relative to 
another factor labour. Consequently double substitution in favour of 
^pital occurs in A because (t, more capital will be used relative to labour 
in A and (i7) consumers would opt more for capital intensive products 
relative to labour intensive products. Demand for capital will increase 
and the increased supply of capital will be absorbed. 

Thus as a consequence of increase in the supply of capital in A, the 
relative price of A’s products, in the absence of trade, would change and 
thus would be difficult from what B's now are. Once trade is introduced, 
this cannot be a position of equilibrium. A will export those capital 
intensive products to B in which .\‘s costs have become relatively lower 
and import from B tliose labour intensive products in which B's costs have 
become relatively lower. This will gi on until equality of product prices 
is brought about. But that cannot happen for moderate difference in 
factor endowment until equality of factor prices has also been established. 
It follows that price of labour in B rises because the demand for B's 
labour intensive products has increased and demand for B's capital 
intensive pioducts has fallen. Thus B's factor price ratio moves in the 
same direction as A's factor price ratio has moved. The full Samuelson 
rc?ull. that the expansion of international trade generally proceeds to 
such a point as will enforce, complete equalisation of factor prices, in- 
volves a further step. This is that fall in price in capital induced by 
expansion of supply of capital must be occuring in both the countries. 

Since capital becomes cheaper, it is substituted for labour and 
methods of production are changed in that direction. But since there is 
the same relative cheapening in both countries there will be the same 
subsiiiution in both countries. B's methods will still be the same as A’s 
methods for each commodity. A concentrates on capital intensive indus- 
tries to absorb its relatively more abundant supply of capital. Consequently 
B withdraws from capital intensive industries and concentrates on 
labour intensive industries. Thus some capital in B is set free which may 
permit of some substitution of capital for labour in these labour intensive 
industries. All this while there is no reason why the factor prices should 
be differentiated from one another. But this process has its limit and 
this is at the point when the process of A taking over the capital inten- 
sive industries is over and when differences in capital intensities of the 
industries, which arc still conducted in both A and B, have disappeared. 

The weakness of the theory lies in its highly restrictive {^sumption. 
These hardly correspond to real world and as such conclusions should 
be cautious and condilional. 
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THE PURE THEORY OF INTERNATIONAL 

TRALE : DEMAND 


Q. (i) Kxamine the nature and impoitunce of the Principle of red* 
procal demand in the theory of comparative costs. 

(ii) Discuss the various concepts of Terms of Trade. Do yon 
think that deterioration in the terms of trade necessarily means 
loss of economic welfare. 

(Hi) How would you define the gains from international trade ? Do 
you think that the distribution of gains depends upon the size 
of the country. Give reasons for your answer. 

(iv) Distingnish between (a) commodity terms of trade and factor 
terms of trade and (b) gross barter terms of trade and net 
barter terms of trade. Which of these would you rely upon 
as an indicator of the gains from trade. 

The Law of Reciprocal Demand. 

The Ri^rdian theory of comparative costs can be looked upon as a 
highly simplified model which was intended to be, and served as. an emi- 
nently successful instrument for establishing the welfare proposition that 
trade is beneficial. However, he has not shown how the gains from trade 
are divided among the countries i.e. how the exact ratio of interchange 
between the trading goods is determined. John Stuart Mill, the last great 
classical economist, established that the barter terms of trade between two 
countries are settled by equation of international demand which is some- 
times called the principle of reciprocal demand. 

The ‘ barter terms of trade” refer to the amount of an imported 
good that trades evenly for some amount of an exported good. According 
to Mill, the barter terms of trade, depend not only on the cost conditions 
but also on the demand condition. Stated briefly. Mill’s doctrine is : 
The actual ratio at which goc ds are traded will depend upon the strength 
and elasticity of each country's demand for the other country’s product, 
or upon reciprocal demand. The ratio will be stable when the value of 
each country’s exports is just enough to pay for its imports.” 

The essential features of Mill's law of reciprocal demand are : 

(/) The limits with in which the barter terms of trade must lie are 

30 
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given by the respective domestic cost ratios as set by the compa- 
rative efficiency in each country. 

(ii) With in these limits, the actual terms depend on each country’s 
demand for the other country’s product ; 

{Hi) The stable barter terms will be those at which the goods demanded 
by one country are equal in value to the goods demanded by the 
other. 

Marshall-IMgeworth Offer Corves 

The theory behind Mill’s law of reciprocal demand has been portrayed 
graphically by Edgeworth and then by Marshall with the so-called offer 
curves, They start out with a somewhat different geometrical perspective 
than products on possibilities curves. In figure [A] we show a price 
ratio between x and y, which is the same as the production possibilities 
curve with constant costs. As a production possibilities curve we are 
concerned with the increase in the production of one good as the other's 
production is decreased, i e. in the absolute value of the curve. As a price, 
however, we are interested merely in the quantity of K which has the same 
value as quantity of i.e. in the slope of the line. In this case the nega- 
tive slope, that is the downward slope from left to right, has no significance 



[A] Relative Prices of x and y [BJ Relative Prices of x and y 

and we can draw the line X with a positive slope from the origin (O). In 
figure [BJ the price latio between x and y can be extended any distance to 
show what quantity of x will be exchanged tor what quantity of 

The offer curve of a country, i.e. the amount of wheat it is willing to 
offer for cloth, may start out like this price curve. In any event the price 
•s a limit beyond which the offer curve cannot go. 

Figure [A] portrays the British offer curve, O— B, which shows the 
amounts of cloth Britain will offer at various prices for g iven amounts of 
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wheat. Line ‘o’ is the ratio at which cloth and wheat exchange in the 
absence of trade (6 bushels against 18 yds). The offer curve can be 
regarded as a supply curve in international trade, represents various 
amounts of cloth which Britain is willing to exchange against specified 
amounts of wheat. Or it can be regarded as a demand curve (of a special 
sort), indicating given amounts of wheat which Britain is interested in 
ac<}uiring for specified amounts of cloth. The offer curve is derived by 
ascertaining the amount of cloth which Britain wants to exchange for 
wheat, or wheat which it wants to acquire against cloth, at various prices 
for the two commodities, are in terms of the other. The offer curve 
connects up the amounts which Britain wants to trade at various prices, 
and includes the straight line portion where Britain is indifferent to trade 
whether it trades or not. 



Quantity cf aorn 

Britain's offer curve of cloth (Demand for wheat) 

Beyond the position of the curve where it is indifferent to trade, 
Britain is likely to offer less and less cloth for wheat as more and more 
wheat becomes available. In part (his will be because Britain wants wheat 
less ; in part because cloth becomes more valuable as its supply is reduced 
through exports. At some point such as Britain may be unwilling to 
give up any more cloth for additional wheat. At this point Britain's offer 
curve, interpreted as a demand for wheat against cloth, has unitary 
elasticity, in that it is prepared to offer only the same amount of cloth for 
larger amounts of wheat. Asa supply of cloth offered for wheat, the 
offer curve has zero elasticity, since the supply of cloth is invariant to 
increasing amounts of wheat offered in exchange. The point to be noted 
is that the elasticity of the offer curve can be interpreted in various \yays : 
as an import elasticity reflecting the change in imports corresponding to 
a change in price ; as an export elasticity, representing the change in 
exports associated with a change in price ; or as a total elasticity, which is 
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the per centage change in imports relative to the per centage change in 
exports at a point on the curve. The most usual concept of elasticity of 
the offer curve is the import elasticity. 

The offer curve is not an ordinary demand or supply curve, of cou'se. 
As a demand curve, for example it expresses the demand for one commo- 
dity (imports) in terms of the supply of another (exports), whereas normal 
demand curve expresses the demand for a given commodity in terms of 
money. The money measure used, however, is price per unit not total 
money spent If the second commodity be regarded as money, which is 
possible, the offer curve would be a demand curve in terms of quantities of 
commodities against total amount of money. It would be a total revenue 
curve as opposed to a demand curve, which compares quantity with 
average revenue per unit. 

The United States’ offer curve of cloth for wheat (similar to British 
offer curve) is shown below (Figure A) starting from the 6: 10 domestic 
U.S. ratio, rather than the British ratio of 6 : 18. But there is no one to 
offer wheat for cloth at prices for cloth above 6 : 10. The real issue is 
what the United States will trade at lower prices for cloth, or higher prices 
for wheat. The offer curve must bend down as in (Figure B). 



Quantity cf clothes quantity of cloth, zo 

( 5 ) 

-The United States Offer curve of wheat. (Demand for clothes) 


Ihe t’le United States and Britain now be taken on 

24 ) wm on Fig. page 

Sth in ^ auctioneer would get the same price for whiat and 

States and Britain. At any point than 
* y* ^ tnc United St&tcs would be willinE to broArilv nc 
»hea. as at P for a good deal less cloth. But® for ?his amoSLl of ” 01 ^ 
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Britain is willing to accept a good deal less wheat, as indicated by the 
point W. Neither t nor W can serve as a point of equilibrium, because 



A. Law of Reciprocal Demand : Intersection of Two Offer Curves. 

the terms of trade implied by the ray from the origin to each point 
do not suffice and clear the market. At the relatively high price for wheat 
in terms of cloth represented by O—W, for example, the British would 
offer only a small amount of cloth and the United States would want 
con^iderablv more (see point U) quantities of the goods produced. It is 
the demand' condition that helps to settle the quantities of goods to be 
produced and exchanged. One cannot dispense with the law of reciprocal 
dem, nd in such increasing cost condition. 

INDIFFERENCE CURVES 

Q. (i) Examine the difficulties that arise in affecting transaction from 
individual indilfercnce curves to community indifference curves. 

(li) ‘’However unreal'stic, the community indifference curve is 
schematically a neat device ” Discuss. 

.Ans. Considering two commodities, an individuals indifference curve Is 
the locus of all those combinations, each of which gives the consumer the 
same level of satisficaiion. The consumer feels neither better off nor worse 
off as he moves from one point to another on the same indifference 
even (hough the commodity composition in his possession changes. Higher 
cur\es of course, give the consumer relatively greater satisfaction. 

An individual indifference curve is characterised by three properties. 
(/) An indifference curve must be negatively sloped. It implies thatii 
the con.'umcr is to remain indifferent between points on the same lurve. 
the quantity of one commoi i'y in his p. s^cssion must incrwse as oj 
the other decreases. (//) The curves are non-intersecting ; it 
the assumption that the consumer ‘preference’ and ‘indifference arc hoin 
transitive. {Hi) Each indifference curve is convex to the origin ; it means, 
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that the slope of the curve which is called the marginal rate of substitution 
between two goods, must be diminishing- 

Let us now examine the consumer equilibrium consumption between 
two goods X and Y. Assume that the price ratio between X any Y is 
given by the slope MN as shown in figure given below; assume also that the 
consumer is provided with a level of real income indicated by a given in- 
difference curve la- In this case the consumer’s equilibrium consumption of 



the two goods is indicated by the point of tangency of the price lice with 
given indifference curve. P is such a point in the above figure. 

If now the price changes, but the consumer’s level of real income 
remains unchanged, the consumer equilibrium consumption will be 
denoted by a different point on the same indifference curve. Thus an 
individual indifference curve shows all those combinations which a 
consumer with a given utility level would purchase between two goods as 
the price between them in varied. In other words, the indifference curves 
consist of a series of points indicating quantities of two goods, which 
would be bought with a given level of real income at an infinite series of 
prices of one good in terras of another. 

Objectioos to the Use of -’ommunity Indifference Curves. 

The difiSculty arises in affecting transition from individual indifference 

indifference curves. lnter>personal comparisons are 
oim^lt. It is difficult to infer that the gain in satisfaction of one is 
greater than the decrease in the satisfaction of the other. Even if changes 
^ distributed, some may prefer one good strongly over another 

fil* r I* legitimate to compare levels of 

saiisiaction from one person to another. 

GRAHAM’S CRITICISM OF THE RECIPROCAL DEMAND THEORY 

Professor Frank D. Graham, a distinguished critic of the classical 
trade theory, has attacked the law of reciprocal demand on the ground 
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that in determining international values it concentrates only on demand 
to the complete neglect of supply. This is justified if the theory of trade 
is constructed in terms of fix^ quantities of production ; but since in 
practice, trade occurs in goods the supply of which continually fluctuates, 
supply condition must be taken into account in ascertaining the exchange 
ratio. 

Graham proceeds further and states that the idea of reciprocal 
demand is not at all necessary in the theory of international value. 
Under constant cost assumptions, the supply conditions suffice to settle 
the 6nal exchange ratio, (called by Graham the Limbo ratio) some where 
in between the two domestic cost ratios. This is indeed the case, says 
Graham, if the countries are of the same size and the two commodities 
traded are of about the same importance. But if one of the two countries 
is very large compared to the other, there is the ovei^vhelming possibility 
that even after trade one of the two goods will be produced in both the 
countries ; in that case the final terms of trade will coincide with the 
domestic cost ratio of the country producing both the goods. Such a 
situation, in which trade takes place ^iween a very large country and a 
very small country was to Mill an extreme and barely conceivable case, 
but to Graham this is the normal case. The persistence of this common 
commodity after trade means that supply or cost conditions are the only 
determinant of international values. This possibility only increases, says 
Graham, if there are more than two commodities and more than two 
countries. For when more than two countries are involved, at least one 
country is likely to produce both goods even in the post-trade situation ; 
under the assumption of constant costs, the final exchange ratio will then 
settle at the domestic cost ratio of ibis country, rather than at some 
“limbo ratio” in between the domestic cost ratios of the trading countries. 
From this Graham concludes, that the conditions of demand have no 
influence at all upon the real international exchange ratio, and hence the 
law of reciprocal demand should have no place in the theory of interna- 
tional trade. 

Graham's argument is correct as far as it goes. It is indeed true that 
with constant costs and with incomplete specialisation in one country 
at least, tlie domestic cost ratio of this country determines the price at 
which all must trade. But under conditions of increasing costs every 
country produces some of each good ; this fact of incomplete specialisation, 
does not set the terms of trade. Under increasing costs, the pre-trade 
domestic cost-ratio is no longer independent of the supply condition. 

Another objection to the use of Indifference has been noted by Profe^or 
Johnson. Income distribution in a free-enterprise-economy taki.^ place 
according to factor ownership ; unless ownership shares and individual 
tastes are identical, any change in production will aliei factor prices, and 
therefore shift the weight given to the different people’s preferences in 
adding up social preference scale. 

Professor Scitovsky has constructed community indifference curves 
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with the help of the compensation principle devised by a group of new 
welfare economists. The principle holds that a reorganisation should be 
approved if the gainers can compensate the losers and still be better off, 
and if the losers cannot bribe the miners in advance. Some meaning 
can therefore be attached to these curves if the compensation principle 
is found meaningful. But like all other welfare criteria, this has proved 
to be an abortive effort for passing on the welfare effects of an economic 
change. Moreover the principle involves a strict value judgment which 
is not universally acceptable. To quote Professor Baumol. “We are not 
entitled to say merely because one part of the group is able profitably to 
compensate its other members for any inconviniences caused to the latter 
that the change in question necessarily involves a gain to the group.’* 
Infact as the trenchant criticisms of Little, Arrow and others suggest, 
there are ^oluble difficulties in measuring and comparing different 
peoples’ utility, and therefore, the principle has nothing to recommend 
itself. 

According to Professor Metzler indifference curves for a country as 
a whole depend both upon the real national income and upon its distri- 
bution between different individuals. Since international trade affects the 
distribution of income, it also produces a shift in the community indiffer- 
ence cuives. Is it not then impossible to derive meaningful indifference 
curves for the country as a whole. 


. According to Kindleberger, “However unrealistic, the community 
md^^cc cupe is schematically a neat device.” In the first place, it 
providw us wdh the answer to the price at which wheat and cloth will be 

commu^ti« with decreasing returns and in the absence 

the single market is that which 
5 producuon possibilities curve (AB) and to the 
SShliCTi’ ® curve (I,). Production and consumption will 

^owi^S S!SS of trade, at this point of tangency. This is 

Shown by pomt Q in figure below. At point on a lower indifference curve. 
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satisfaction can be increased by shifting production towards wheat away 
from cloth, or vice versa point r, for example, represents the quantities 
of wheat and cloth which consumers would take at a price for wheat and 
cloth in terms of each other tangent to indifference curve Ii at r. 

But at this price, maximum production would require output at V. 
The price of cloth is so high in terms of wheat that resources will be 
shifted from wheat to cloth. But this production cannot be sold at these 
prices. There is far too much cloth and far too little wheat to satisfy 
consumers, who at this price would consume more wheat and less cloth. 
In order to get rid of output, the price of wheat will have to be raised 
and that of cloth will have to lowered. This means another shift of 
production from V. And so it would oscillate, first consumers and then 
producers dissatisfied with the combinations of wheat and cloth until a 
stable equilibrium is found at the point where the production possibilities 
curve is tangent to the highest possible indifference curve. 

As long as decreasing returns exist, there will always be such a point, 
while there is only one production possibilities curve, there arc an infinite 
number of indifference curves which can be drawn representing infinitesi- 
mally small increases in real income. If these indifference curves do not 
intersect, any production possibilities curve must produce one point of 
tangency to a family of indifference curves. 

The slope of this tangent is the price line. It is also the marginal rate 
of substitution in consumption, on the indifference curve, and the marginal 
rate of transformation on the production possibilities curve. When the 
price ratio equals the marginal rale of substitution in consumption, 
consumers are in equilibrium. When the price ratio equals the marginal 
rate of transformation in production, produce! s are in equilibrium. Wlieo 
the marginal rate of substitution in consumption equals the marginal rate 
of transformation in production, without external trade, producers and 
consumers are both in equilibrium, and markets are cleared at existing 
prices. 


Measuring Changes in the Terms of Trade 

1. Barter Terms of Trade. 

Statistical technique during Mill’s time was inadequate and an 
accurate measurement of changes in the country’s terms of trade was not 
possible. Today we measure changes in the barter or commodity terms 
of trade over a period by comparing the changes in the country s import 
prices with changes in its export prices. A leduction in import prices 
means that a country can obtain a largei volume of imports than 
hitherto in exchange for a given quantity of exports. We measure such an 
improvement by an increase in Ta, where To stands for a country A’s 
barter terms of trade and where 

_PE, . PM, 

PE„ PMo 
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PEo=the average price of exports at the base date 
PEi==the average price of exports at the subsequent date 
PMo**the average price of imports at the base date 
PMi=the average price of imports at the subsequent date 

If over a period export prices rise more than import prices, then 
taking the ratio of export prices to import prices on the base date as 100, 
the index will show a value greater than 100. The change in the index 
can either be expressed as the ratio of export price index to the import 
price index or as the ratio of the import price index to the export price 
index. This is sometimes referred to as an improvement in the terms of 
trade. Although it is generally assumed that an improvement has taken 
place in the country’s term of trade when Its export prices rise in relation 
to the prices it pays for imports, a distinction should be made between 
a relative rise in export prices due to changes in demand conditions 
abroad for a country's product or are due to rising domestic costs, only 
the former represents a genuine improvement in the country’s external 
position. Accordingly one should distinguish between a deterioration in 
the country's terms of trade due to cost reductions and the one due to the 
fall in the oversea’s demand for its product. A reduction in export prices 
due to an improvement in efficiency leflects itself in the ind^x differently 
from a reduction resulting from declining foreign demand. 

FACTORAL TERMS OF TRADE 

Marshall made use of this concept in developing his offer curves. 
The representative bales of E and G goods traded between England and 
Germany are such that each contains the product of a constant jnput of 
resouKes. If England gives up more E goods in exchange for a given 
quantity of G goods than hitherto, this means more of England’s 
rwources are devoted to obtaining a given volume of imports. There is 
thus a real deterioration In the external position of U.K. The facloral 
of trade index shows whether increased resources have to be used to 
obtain a given volume of imports. It can be calculated by multiplying 
the barter terms of trade index by an index of productivity changes in 
export industries and can be expressed as Sa=Ta, Za. where 

Sa=country A’s single factoral terms of trade 
Ta=couniry A’s barter terms of trade 
Za=rndex of productivity in A’s export industries 

industries become more efficient, its factoral 
might improve, although it suffers deterioration in its 
terms of trade. A more refined picture is obtained when we take 
productivity changes in the export industries of countries 
pp ^ng Its imports. This time we taike into account not only the 
real eflort put into country A’s exports but also the real effort put into 
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country A s imports by the suppl>iDg countries. The index measuring 
tnis IS the double factoral terms of trade : 



, where 


Da— country A‘s double factoral term of trade 

Ta=country A's barter terms of trade 

2a=index of productivity in A’s export industries 

Z6= index of productivity in supplying countries’ export industries 

Jn practice, an index of double factoral terms of trade is almost 
impossible to calculate, since it involves measuring and comparing 
productivity changes in the export industries of a large number of 
countries. Moreover, even if it were possible to produce, such an index 
would be of less value as a guide to policy-making than the simple 
lactoral index. After all, the citizens of a country are interested in the 
total volume of goods that they can obtain from a given real effort in the 
relative efficiency or oihenvise of other countries. The single factoral 
terms of trade index focuses attention on something which is susceptible 
to policy— namely domestic efficiency. Adjusting for productivity 
changes in other countries is only likely to obscure its message. 

The barter terms of trade index is concerned only with unit values. 
It tells us nothing about the quantities of goods traded. If, for example, 
domestic inflation causes export prices to rise and if foreign elasticity of 
demand is more than zero, the volume of goods exported will decrease. 
But this will not be reflected in the index. Accordingly a country might 
find that an apparent improvement in its barter terms of trade results in 
deterioration in its trade balance. Taussig suggested avoiding this 
difficulty by using what he called the cross barter terms of trade. The 
index is simply the change over a period in the ratio of physical imports to 
physical exports. A change In the gross barter terms of trade facing 
a country A can be measured as follows : 


Ga=^, where 

Q6 

Ga=country A’s gross barter terms of trade 
Qa=volume of country A’s exports 
Q6=volume of country A’s imports 


The higher the ratio, the greater the improvement in a country’s 
gross barter terras of trade. For it means that a bigger volume of 
imports can be obtained from the same volume of exports. 
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The concept has also been criticized, for although it takes account 
of the quantities of goods moving from one country to the other, these 
may include multilateral transfers. We cannot distinguish various types 
of multilateral transactions lumped together in the index. As Haberler 
remarks. “It will not do to Jump together in one category these different 
kinds of payments/’ 


INCOME TERMS OF TRADE 

A more recent approach to the terms of trade question is that of 
Dorrance, who uses the concept of income term of trade. The index 
which takes account of the volume of exports of a country as well as its 
export and import prices is designed to show changes in a country’s 
capacity to import in exchange for exports. It accordingly takes into 
account changes in export and import prices (the barter terms of trade) 
and the volume of exports. A change in the income terms of trade is 
measured as follows : 


Io=To.Qo, where 

Ia=country A’s income terms of trade 
Ta=country A’s net barter terms of trade 
Qo=counlry A’s expoit volume index 

J® accordingly calculated by dividing the index of the 

Jalue onL^'SK of of imports. A rise in the 

- terms of trade indicates that a country 

of ‘“ports than before from the sale of 
capacity to import has increased. A country’s income 
‘radc.can improve while its barter terms of trade deteriorate, for 

hi ® P"“®’ ^ f^** *" prices might be accompanied 

by an increased scales such that the total value of exports 

in a mentioned above are sometimes useful in shedding light 

SrkK f " oountrys e<»nomic problems. They are at least usdul 

x,uro?a 

1:F 

to offset., ha deter ’rn®The‘ oltSty” of “ade™' bT, 

used. 
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THE COMPARATIVE STATICS OF TRADE 
CHANGES IN TASTE, FACTOR ENDOWMENTS 

AND TECHNOLOGY 


Q. Discuss what happens when classical assumptions about fixed 
tastes, fixed resources and ^ed tedmology are changed ? 

How would you explain the basis of trade when classical assumptions 
are relaxed ? 


Ans. A case for specialisation and exchange is made on the basis of 
given tastes, given production ihnctions, fixed factor endowments. The 
reality is different. Hence we choose to depart from several assumptions. 


Changes in Tastes 

^Historically tastes have changed with trade. Trade has given rise to 
new wants and these have necessitated greater trade. Ragnar Nurksc has 
propounded the theory of * ‘demonstration effect." Under this effect, 
developed countries have made the developing countries conscious of better 
and different ways of satisfying wants. Modern methods of production 

i^y be introduced. These soon lead to changes in consumption and make 
them modem. 


Whm price of exports rise or that of imports fall, trade results in 
unambi^ous gain for the country provided tastes and means of production 
are unchanged. However, fall in prices of imports may be accompanied 
in favour of imports, and concept of unambigious gains may 
not hold.,? A new want has arisen and has t^en satisfied by trade. This is 
a departure from the classical assumptions and raises doubt as to the 
Classical conclusion of gains. the change in tastes, there is a change 

in consumption indifference map, as well as the trade indifference map 
nence there is no basis for measuring gains or losses from trade. ) 


‘s stronger today than it «as before World War I. 
styles of national diet and cooking continued with trade, 
U ILl • uniformity throughout the globe. This tendency 

apparent in the developing countries : for instance their 
Watches, U.S. fountain pens, Japanese transistors, 
Tcryline, etc. Sometimes the equipment may bo so efficient tlmt 
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fnl^hnoio^^^ becomes responsive to changes 

Changes in Factor Endowments 

r 

i Factor endowments are not fixed. Capital and labour grow. Land 
^ relatively fixed. Though in the economic sense land may be growing. 
However, we assume that land is relatively fixed. The result is that com- 
parative advantage changes. The United States used to be an exporter of 
Wide variety of nietals and minerals. Now it is a net importer of all but two 
coal and molybdenum. Copper, zinc, lead, iron and especially oil which 
wre exposed, are now imported. Figure (below) shows the nature of the 
cnange. The vertical axis measures land intensive goods ; the horizontal 
axis, repr^ents the goods embodying primarily labour and capital. The 
inner production possibilities curve, marked 1875, shows a strong special!- 
sation in land intensive production, which is in part exchanged for labour/ 
capital intensive gwds. With the passage of lime the shape of the 
production possibilities curve changes. 

A Schematic Representation of the change in U.S. Comparative 
Advantage in Land Intensive Commodities to Comparative Disadvantage. 



Land is fixed, and capital and labour grow. Production possibilities 
in the land intensive product increase somewhat, as more capital and 
labour will produce more land intensive products even with land un- 
changed. But the production possibilities curve grows mainly to the right*^ 
By 1920 the production possibilities curve is fairly balanced on the scales 
shown. By 1950, it is skewed in favour of labour/capital intensive products 
in place of its original skewness in the opposite direction. 

The dotted line, P—P', represents the locus of points oftangencyto 
the successive production possibilities curves, where production has taken 
place. C— C' signifies the path of consumption. To the left of the 
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intersection i.e. prior to about 1920, land intensive products were exported 
5 and labour/capital intensive products imported. After 1920, when the 
curves intersect, the trade position was reversed. The United States ex- 
\ ported labour/capital intensive products and imported the products of 
land. 

This representation is purely schematic. It departs from reality in 
^ a hundred ways— two goods, constant technology, a fixed factor, incom- 
plete specialization, and so forth. Problems of defining land intensive 
products are quite complicated. Still, the demonstration has validity in 
a very broad sense and helps to illustrate how comparative advantas?e <4 
change with factor growth.^ ® 


TECHNOLOGICAL CHANGE— Making old goods more cheaply. 

Production functions can change so that the same factor combination 
can prMuce more goods than before or the technological change can be 
biwed m such a way as to save more of one factor thaS the other. Thus 
technological efficiency can result in lower price and consequently in 
reduMd terras of trade. However, a biased growth in the export good 

i^fact abundant factor, may lead to export biase^d growth 

hA Jm * ♦ hmtd growth. Similarly the technological growth in 

he import competing good which augments the scarce factor wuS m 
ultra import-biased growth. There may be several in?erSate 0 ^ 

Factor growth and Technological Change. 

quasSmuL®rus'ly“^h"^^^ 

^h^s^Lf 

products, though these were capital intensive in a capS^^temKiI^^ 

Changes la technology— new goods 

grfrud’iLr^s 

industries were those which paid the highLt waae ^ exporting 
produced and exported, he decided, wi whaUt had country 

fh entrepreneurs and innovators develooed T'nS ® 

entrepreneurs and innovators sugg^ted 

& ufAAH tiv^l tQC COQDtrv o>nc# 


iuav Dwiaes having entrepreneurs and innovators th7;f^nn, 
a broad local market. There must be a country must have 

country interested in and able “ buv a new f ^umers in the home 

been called the “spill-over” theory in SwK ^ it abroad. This has 
producUon. It applies only to manufectu^T„',H ®‘'°" ofdoitKSc 
^erts that few products develop 

^“‘®™ational Economics (Homewood, Richard D 
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having achieved importance in a domestic market. Thus much trade in 
manufactures is based not on factor proportions but on a so^Ued techno 
logical gap. 

Several studies have been made where the U.S. pioneered in many 
innovations, exported the products concerned, but did not continue to 
export when technology was widely known. Raymond Vernon identifiw 
three stages in the life of a commodity, i.e. new, then maturing (when it 
spreads to other industrialised countries), and finally standardized. In the 
United Slates it is felt that many of her exports have a high technologiwl 
content and that many of these exports diminish or disappear when the 
technological lead of the United States narrows or is lost. It is yet to be 
clarified whether technological gap is simply a management advantage or 

a technological one. •'Whatever the outcome of this discussion, however, 
it lends realism to international trade to gel away from the simple assump* 
tion of a given state of the arts, applied world wide, and to recognizem^ 
innovation produces trade even though that trade may disappear or 
reversed when the technology has spread.”^ . 


Suggested Readings 


1. C.P. Kindlebergor 

2. H.G. Johnson 

3. C.P. Kindlebergcr : 

4. American Economic Asso- : 
ciation. 


Foreign Trade and the National 
Economy. 

Money, Trade and Growth. 

International Economics. 

Readings in International 
Economics 


1. Charles P. Kindlebergcr. D. Irwin. 1968. p. 67) 
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TRADE AND GROWTH 
IN DEVELOPING ECONOMIES 


Q. How can you justify the double standard of an UDder-deve> 
loped country when it wants free trade to increase its Imports and 
protection to decrease its imports. Or 

Q. ‘‘The theory of international trade was not worked out to 

^xplam the reality of underdevelopment and the need for develooment ” 
Discuss. 


theory of International trade was never develoned to 

growing international economic 

.mm. process of development and underdeve- 
lopment. (Myrdal). Do you agree? uctc- 

^.Ki . ‘''assicat theory of international trade has shown a remark- 

able capacity to absorb modifications as requirwJ by advances in eeneral 

«'=««''Ciesor pubUc Tssios® Ye? 
substantial evolution from Hume and^ Ricardo throuch 

theor'^still^remai^ra^ to Vineer and Haberler the traditional 

,ilfm remains an analysis of full static equilibrium with resoect to 

incSnelf contrast general economic theory has sought 

PrS fnlrn^t “tialysis, ind the mZ 

devclop’men, ?n7o“r “O'- i“''olvc the aeeleration of 


ProfS” wLm-s^riuS 

SaTe?Si:,f wISf iu^Tssi ‘1’* “"“'"J”o?'he 

factors already eSnTaJd emSd!”"' “fP^dootive 

M«W Yorl? 1™63, Trade and Development. Harper and Row ; 
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of economic efficiency. The world is not rich enough to be able to despise 
efficiency. The optimal pattern of specialisation is governed by the 
principle of comparative advantage. This principle remains as valid today 
as it was in Ricardo's time. And yet there is same question whether it 
alone can give us the guidance needed by countries whose dominant and 
deliberate aim is economic development... If one asks what help it offers 
here and now to low-income countries in search of development, the 
answer is not altogether clear.” 

Gunnar Myrdal feels, “...under-developed countries need intemalional 
special consideration because of the very fact that they are under-deve- 
loped, extremely poor, and encounter great difficulties in their attempts 
to develop.” “The theory of international trade was not worked out to 
explain the reality of under-development and the need for development. 
One might say, rather, that this imposing structure of abstract reasoning 
(classical theory) had almost the opposite purpose, that of explaining 
away the international quality problem. International inequalities of 
income have been increasing for a long time and are still increasing. Yet 
the theory of international trade clung to the concept that international 
trade initiates a tendency towards a gradual equalization of incomes as 
among different countries under assumptions that should stand out as 
obviously unrealistic and against all experience.”^ 


DEVELOPMENT THROUGH TRADE 


Q. When would you consider a departure from free trade justi- 
fiable for a developed economy ? Will it make any difference if yon were 
concerned with an underdeveloped country ? Or 


Is there a conflict between the gains from trade and the gains from 
growth ? Is there any reconciliation possible between the two ? Or 

How for, traditionally, international trade has influenced the potential 
for development ? 


Ans. Is there a conflict between the gains from trade and the gulf’s 
from growth 7 Can foreign trade have a propulsive role in the develop- 
ment of a country ? Or on the contrary, arc the dictates of international 
trade incompatible with the requirements for accelerated development . 
To the extent that classical and neo-classical economists offered a judg- 
ment on this problem, they hold that foreign trade could 
impressive contribution to a country's development. Trade was considered 
to be not simply a device for achieving productive efficiency ; it was also 
an engine of growth. 

List, Lenin and Manoilessco and others have dissented fr*^^ 

optimistic view. At the theoretical level it is frequently contended that the 

conclusions from the static equilibrium analysis of traditional trade theory 
are irrelavent for interpreting the problems of development which are 

l. Gunnar Myrdal. The Challenge of World Poverty, Penguin Books Ltd , 
England, 1970, pp. 272 — 7J. 
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inherently dynamic. And in the historical context it i? argued that 
international trade has actually operated as a mechanism of international 
inequality —widening the gap in the levels of living between rich and poor 
countries. The policy implications of these theoretical and historical 
arguments arc that, even if there is some cost in sacrificing the gains 
from international specialisation, the poor countries will still realize a net 
gain byway of inducing a higher rate of development if they followed 
policies of import substitution and deliberate industrialisation. It is main- 
tained that, instead of waiting for the transmission of developmmt through 
trade, the poor countries would be better off if they directed their own 
development towards an expansion of output for their domestic markets. 
Just as the theory of the “big push" for a domestic economy minimizes 
the importance of fulfilling marginal conditions in favour ofachieving a 
series of big discontinuous “jumps”, so too it is claimed, in terms of the 
international economy, that the gain from trade areofonlv secondary 
significance compared with the achievements of the gains from growth. 


The problem of (he gains from trade versus the gains from growth 
can be Slated as follows; When a country specializes according toils 
comparative advantage and trades at the international exchange ratio, it 
gams an increase in real income. This gain is tantamount to an outward 
shift m the country’s production frontier, even if the economy operates 
under the constraints of fixed amounts of resources and unchanged 
techniques of production. But there still remains the Question of 
whether some other pattern of resource allocation, different from that 
governed by comparative advantage, might not lead to an even greater 
outward shift m the production frontier over time. Although the resource 
allocation associated with trade might conform to requirem“iits for 
productive efficiency in a single period, it is possible that another initial 
allocation would conform more closely to the multiperiod, not merely 
single period, requirements for productive efficiency. In other words there 
may be a domestic raisallocation of resources, from the stand point of 

T"" even though there is optional allocation from 
the stand point of achieving the gams from trade in each single period. 

a possible conflict between the gains from trade and the gains 

from growth was not envisaged in traditional trade theory. However fhere 

was some recognition of the dynamic and growth-transmittinc asoect of 
^de above and beyond the static gains from^ internatTonaTs^insS^ 
^ such, the gams from trade were entirely consistent \^h the cains 

especially definite on this. Trade, accordinc to 

"Starrs, 


1. Da,id Ricardo. J.S. Mill, Alfred Marshall aird Tamslj held such views. 
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^ome acquainted with new objects (after foreign trade) and thereby 
help m the industrial revolution as hard work, and saving habit is encour- 
aged in the less developed countries. 

44 u benefits the less developed country through, 

the introduction of foreign arts, which raise the returns derivable from 
additional capital to a rate corresponding to the low strength of the desire 
of accumulation ; and the importation of foreign capital which renders the 
increase of production no longer exclusively dependent on the thrift or 
provideiice of the inhabitants themselves, while it places before them a 
stimulating example, and by instilling new ideas and breaking the chain 
of habit, if not by improving the actual conditions of the population, tends 
to create in them new wants, increased ambitions and greater thought for 
future. ^ ® 

This conception of (he impact of trade emphasizes the supply side of 
developmental process — the opportunity that trade gives a poor country to 
remove domestic shortages and to overcome the diseconomies of the 
small size of its domestic market. Of major benefit is the opportunity that 
trade offers for the exchange of goods with less growth potential for good 
with more growth potential, thereby quickening the progress that results 
from a given effort on the savings side." An obvious example is the 
opportunity to import capital goods aud materials required for develop- 
mental purposes. Perhaps of even more value than the direct importation 
of rnaterial goods is the fundamental “educative effect” of trade. A 
deficiency of knowledge is a more pervasive handicap to development 
than is the scarcity of any other factor. By providing the opportunity to 
learn from the achievements and failures of the more advanced countries, 
and by facilitating selective borrowing and adaptation, foreign trade can 
help considerably in speeding up poor country’s development. 

Classical economists also noted the effects of trade on the domestic 
factor supply, especially on capital accumulation. The capacity to save 
increases as real income rises through the more efficient resource 
allocation associated with international trade. And the stimulus to 
investment is strengthened by the realization of increasing returns in the 
wider markets that overseas trade provides. Further, by allowing 
economies of large scale production, the access to foreign markets makes it 
profitable to adopt more advanced techniques of production which require 
more capital ; the opportunities for the productive investment cf capital 
are then greater than they would be if the market were limited only to the 
small size of the home market.^ 

For these several reasons, the traditional conclusion has bwn that 

1. J-S. Mill, Principles of Political Economy, London, 1848, Book I, Chap. XIII. 
Section I. 

2. J R. Hicks, Ess.tys in World Economics, Oxford University Press, 1959. p. 132. 

?• J R. Hicks. Essays in World Economics. Oxford University Press, 1959, 
Pp. 183—185. 
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international trade stimulates a country’s development. Above and 
beyond the static gains that result from the more efficient resource 
allocation with given production function, international trade also 
transforms existing production functions and induces outward shifts 
in the production frontier. The dynamic benefits of trade can be 
summarized as meaning, in analytical term, that a movement along the 
production frontier in accordance with the pre-existing comparative cost 
situa»ion will tend to push up and out the production frontiers.^ 
According to him four dynamic benefits follow from trade the provision 
of the material means of development in the form of capital goods, 
machinery and raw and semifinished materials, access to technological 
knowledge, skills managerial talents and enterpreneurship, the receipt of 
capital through international investment ; and the stimulating effect of 
competition. Thus when they are properly interpreted in their dynamic 
sense, the gains from trade do not result simply from once*over change 
in resource allocation, but are continually merging with the gtins from 
growth. And if trade increases the capacity for development, then the 
larger the volume of trade, the greater should be (he potential for 
development. 

CRITICISM OF THE CLASSICAL APPROACH AND ITS 
APPLICABILITY TO DEVELOPING COUNTRIES 

Q. (i) Why has not the classical doctrine of international trade 
applied to the less developed coontries ? 

(il) How do you explain the little growth resulting from inter- 
national trade in less developed countries ? 

(iii) "Thus in the historical context, trade has served as a 
mechanism of international inequality ; ncreasing the gap between the have 
and have nots.” Discuss. 

Aus. International trade did have a propulsive role in the development 
of a number of countries that are now among the richest in the world. In 
the case of Britain, development was fostered by the export trade in woollen 
manufactures and cotton textiles; for Sweden, it was the timber trade* 
for Denmark, dairy produce ; Canada, wheat ; Australia, wheat and wool ; 
Switzerland, lace-making and clock-making; Japan, silk. In many histori- 
cal cases of successful development the importance of international trade 
is clearly confirmed and not only for countries that exported Industrial 
products, but also for primary product exporters. 

But it is quite misleading to say that trade relation based on static 
comparative advantage resulted into the economic development of the less 
developed countries. This point of view is presented by Mr Nandwani in 
the following way : Specialiation in trade was often determined by the 
colonial power and much in accordance with the needs of that country 
and not according to natural advantage. They created the ‘ so-called 
capitalistic encla ves within each country and there existed a complete 

Bank W?Spu'95l?pp.'loi.T5‘""“'‘“"’' National 
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alliance between the foreign power and the local elite. It hardly took any 
steps to improve the socio-economic structure of the dependent country. 
So the advantages of trade were least transmitted into the economic 
patterns of the developing countries and even the demand for primary 
products continued declining in the world market. It gave the most un- 
balanced nature to the economies of these countries turning them into 
monoculture economies. Thus the economic structure of these countries 
became lopsided and dependent only on the export of one or two 
commodities which gave rise to good deal of instability.* 

The less developed countries suffer due to non-inequitable exchange 
between them and the developed countries. It is so because the decreasing 
cost of production in the developed countries as a result of higher techno- 
logical progress and advance in productivity is not reflecied in the prices 
while trading with the deseloping countries. Moreover, the prices of 
primary products are set rather at a base minimum because of their 
competitive nature and declining demand. Thirdly, the developing 
countries have inelastic imports, consisting of mechinery and food-stuffs 
which are a must for them at any price : while the imports of the deve- 
loped countries from the developing countries have a more elastic 
demand. Sometimes, as a token of good will, they just oblige the 
developing countries by importing their products Under the cir- 
cumstances unfavourable terms of trade are inevitable. Thus in the 
historical context, trade has served as a meclianism of international 
inequality, increasing ilie gap between the have and the have-nots. 

The gains from trade were not allowed to be transmitted to the 
economics of poor countries. Nor the foreign trade resulted in the more 
efficient employment of productive forces. Even the secondary benefits 
of larger production, resulting into economies of scale did not materiahzc 
as these economics never reached the stage of enlarged production and 
if they did. these advantages were transmitted to the developed countries 
because of the strong bargaining position resulting out of monopolistic and 
oligopsolistic markets for the products of developing countries. The 
dynamic force of international trade were not allowed to play a free role 
in the less developed countries, with the result that they could no 
widen the area of their market, enlarge the division of labour, and peimK 
the greater use of machinery through greater technological know how and 
thus lagged behind in the matter of increase in productivity. 

Kindlebcrger also is ofthe same view. He argues in the following 
wav : This (the little growth from trade in developing countries) is % 
because of the world environment, in vvlu'ch the terms of trade are believe 
to turn systematically against the less developed counties : partly it i 
the result of the conditions in the countries themselves. On the hrst scor , 
the world environment, it is maintained that the develo^d . 

grow with anti-trade biased demand and anti-trade biased factor growin 

1. S. c. Nandwani. Trade Dilemma, of Developing Countries. Cosmopolitan 
Publishing House, Delhi, 1968 pp. 50—51. 
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and technological change. In addition, monopoHsiic competition among 
the developed countries and more competitive conditions of production 
in the less develop>ed hurt the terms of trade of the latter. On the second 
score— conditions in the developing countries — their capacity to take 
advantage of the opportunities for growth presented to trade is restricted 
by inability to transform, i.e., to shift resources where they can earn the 
highest return : by the fact that factor and good prices do not reflect social 
marginal productivities, and by a heavy dependence on imports of inter- 
mediate and capital goods for growth, and by utilization of their resources 
at a time when an export-maximum exists.^ 


Suggested Readings 
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Trade Dilemma of Developing Countries. 
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TRANSPORT COSTS AND LOCATION THEORY 


Q. (i) Critically examioe the impact of the introductloo of transport 
costs upon the comparative costs doctrioe. 

(ii) '‘The introdoctioD of traosport costs partially noUifies the price* 
eqaalisiDg effects of iotemational trade.'’ Discuss- 

(ill) Review briefly the three broad types of effects of transport costs 
upon the location of Indostry. 

Ans. The traditional theory of comparative cost is based upon the 
assumption that no transfer costs of any kind exist, so that prices of inter- 
nationally traded goods are equalized in the two countries. The classical 
theory treats all countries as mere points which are so close to one another 
that transfer takes place in costless fashion. This supposition hardly 
accords with the facts of the case. Transport costs do exist and must be 
reckoned with in the context of international trade. 


The introduction of transport costs into our analysis creates new 
complication, but docs not in any way invalidate the doctrine of compara- 
tive advantage. Their existence only requires us to make two important 
qualifications, first with respect to prices in international trade, and second 
with respect to the location of the industry. 

Effects of Transport Costs on Prices and Trade 

The existence of transport costs prevent the complete equalisation of 
prices that trade would otherwise bring about. Because of these costs, 
the import goods becomes more expensive in both the countries and the 
export goods less valuable. The implications of this can be portrayed, 
diagrammatically. 


General Equilibrium with Transport Costs 

In the figure given on page 55 OA is country (A’s) offer curve of X 
OB is country (B’s) offer curve of Y. In the absence of transport costs Or 
is the price in both countries. With transport costs, the price ratios m the 
two countries must differ. OP' becomes the price ratio in country (U) 
and OP", the price ratio in country (A). 


At OP', country (B) is willing to offer OU of Y agmnst OR 
OP", country A is willing to offer OS of X for OT of Y. The differ 
between what (B) gets at the price OP' and what A is willing to otter 
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in terms of X at the price OP" takes the form of transport Thus the 
introduction of transport costs moves us to a three commodity diagram in 
the sense that country (A) offers X for Y and transport, and country (B) 



offers Y for X and transport. In this diagram, transport costs are 
expressed in terms of the traded goods themselves ; such costs require the 
price lines in the two countries to differ in slope by an amount representing 
transport costs in terms of the two goods. 

transport costs -I n Partial EquUibrium 

The effects of transport costs can be more satisfactorily expressed in 
terms of partial equilibrium analysis. In figure (A) price of wheat is 
m^urcd on the vertical axis common to both countries. The demand 
and supply cur^ for the importing country (M) are shown in the right 
nana-sidc of the diagram, with quantities measured from left to right 

situation of the exporting country (X) is described 
n the left h^d side of the diagram, with quantities read from O to the 
lert. in iplation, each country would produce and consume at the price 

intersection of its individual demand and supply curves. 

! V absence of transport costs. (X) will 

wport whwt to (M), since the supply curve of the former starts at a lower 
^in^n the cost-price axis than that of the latter and remains lower for 
wrrcspondmg outputs. Equilibrium is established at the price OP 

price country (X) exports X^X, of 
wbMt ^ual to TOuntry (M) imports (Mi M, of wheat). The price of 

^”bs«M of ^rad” ™ ^ Vfo^Jld have been in 

^ introduced by adding it to the production 

“S-** exporting county’s cntiiS 

S^ven on page 55 by the amount of 

bv^?3-‘ f®**' side of this diagram 

by the distance OO , the transport cost to be borne out by the importing 
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country. The wheat price in Mis now OPj which is higher than the 
price OiPi in X by the amount of the transport cost OOi. - 


COUNTRY fx) 


COUNTRY (M) 




amount of the transport cost. The rise in wheat price in ^M) causes 
demand to shrink, so that (M's) total purchases OM 3 are smaller than 
before. This reduction in demand lowers production in X. The distance 
OX., (fia. A) is smaller than OX 3 (figure B) ; production has moved along 
the supply curve Sx to a lower point, where marginal cost of OiPi »s Uss 
than before (OP in fig. A). The transport is added to an export pree that 

is lower than before ; it means that the price in M rises by less than the 

amount of transport costs. v • 

At the lower price in (X) domestic consumption 0,Xi is gnater 
than before, and at the higher price in tM). domestic production expands 
(OM, in Fig. B is greater than OM, in Fig. A). All this means that (M s) 

imports have now declined. The n;w distance MiM- (M’s imports — Xs. 


TT^ANSPORT COSTS AND LOCATION THEORY 



exports. XiXa) in Figure (B) is less than the original distance MiM-. in 
Fig. (A). 

Thus transport costs make prices in the importing country higher 
than in the exporting country. That is “the introduction of transport 
costs partially nullifies the price equalising effects of international trade.” 
At the same time the volume of trade is reduced. Only those goods that 
can bear the transport costs and still can be obtained cheaper from abroad 
will be imported ; all others will be produced locally. No longer compara- 
tive advantage alone determines what goods are exported and imported ; 
a good will be traded, provided price differences in the two countries 
before trade are wider than transport costs. Trade will not take place, if 
Uanspori costs are wider than price differentials in the absence of trade. 
This explains why many goods and services do not move in imernalional 
trade and why mtemaiional specialisation is reduced substantially. Bv 
afTording ‘natural protection’, transport costs bring into being a wide 
Tange of home produced goods. 


DIFFERENTIAL EFFECTS OF TRANSPORT COSTS 

Treatment of transport costs would be comparatively simple if they 
;varied precisely either with weight or bulk, or distance. Unfortunately, 
this IS not the case. They vary widely from commodity to commodity. 

Ivut bong influenced by many complex factors- weight, 

bulk, value, perishability of the good, method of transport and distance. 
Moreover transport services are unavoidably joint products ; the same 
raources (such as a railway’s roadbed) are used simultaneously to carrv 

therefore, not always possible to attribute 
r r commodity any of the large overhead costs of 

majority oftransport costs are jointly incurred ; 

Lh! I 8°°^^ becomes often discrealionary. There 

are other complexities. Of particular importance is the fact that all goods 

P™'*nction. and that transport charges are 
fhese raw materials than on finished products. Moreover. 

these raw materials, in course of their processing, may either lose weieb* 

complexiti^ make^r dyeremiarilf"ctfof 


TRANSPORT COSTS AND LOCALISATION 

associated with transport costs make it difficult to 

^rnr[u most cconomical poiDt 31 whicli lo locate production No 

of industJv ^ costs on the location 

<5rientcd^ m may he (i) matcrials^oriented (or supply 

oHematlon) ’ ('«) fool-loose (or ncut.al in Zir 

™a.er,als or feel. If .hese arc located elscwhcrc^hc cos?of '.ran'spSg 
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the raw material (or fuel) to the market will exceed the costs of transporting 
the finished goods. Generally, production supp1y>oriented industries 
involves weightdosing processes. An example in point is timber manu* 
facturing which takes place near the timber stands. 

Market-Oriented Industries. Just as weight-losing processes tend to 
be located near the sources of raw-materials or fuel, so proc^ses whidi 
add weight or bulk to the product are attracted to the market in order to 
minimize transport costs. Automobile assembly is of this character. 
Perishable commodities are also market-oriented. In general, the early 
stages of production are likely to be supply-oriented and the later stages 
tend to be market-oriented. 

Foot-loose Industries. A number of industries are neutral or 
indifferent to the pull of supply or of the market. The reason may be 
that transport costs are relatively insignificant ; or the changes of weight 
and bulk in this course of processing are unimportant. In these cases* 
location is likely to be at either end of the transport chain. 

Since transport costs exert little influence on foot-loose industries, 
other elements, such as processing costs, factor endowments will be 
decisive in determining indusrial location. “It is in these industries— 
textile, matches, oil refining, etc.— that the theory of comparative coste 
in its undiluted form operates to determinine what a country exports and 
imports in the absence of direct intervention by the State in the form of 

tariff policy. By the same token, it is in these foot loose industries 

that commercial policy can most effective in distorting the operation of the 
law of comparative cost.”^ 

Suggested References 

1. C. P. Kindleberger : International Economics. 


I. Charles, P. Kindleberger. International Economics. Ricbard, D. Irwing Inc 1968, 
Homewo^, p. 




BALANCE OF PAYMENTS— MULTIPLIER ANALYSIS 


Q- **Yon can no more define eqnilibriom in intenuitional trade tlian 
yon can define a pretty girt, bnt yon can recogoiie one when yon meet one.” 

—Per Jacobsson, 1949 

Distii^nish between the concept of balance of trade and balance of 
payments. 


Balance of payment on current account is difierent from balance of 
payment on capital accoont". Qassify. 

Ans. Balance of Trade 

Balance of trade refers to the value of imports and exports of 
comm^iues only Le., visible items only. Exports may exceed the imports 
oi goods and the country may enjoy a favourable balance of trade, 
tx^s of imports over exports of goods leads to unfavourable balance of 
trade. In other words, the balance of trade need not balance itself. 


2. Balance of Payments t Cnrrent Account 

^lai^ of payments includes balance of trade plus invisible items as 
snipping, banking, insurance, tourist traffic, interest on investments. Thus it 
IS mre comprch^ive than balance of tiade in the sense that while the 

the foimer adds invisible items to 
b^anL iJSr 35® glance of payments on current account need not 

.Th^sf^r^ufable or unfavourable balance of pavments on 
current account are possible. ^ ' 


3. Balance of Payments : Capital acconnt 
reoa^L^?^®* account deals with loans from or to foreigners, capital 

Z by or from 

mSKSt j c\meQi account deals with payment for currenllv 

interesreamed or Z 
Pa^fof <*o“aiions ; the capital account de^ with 

SJSSt. /ffff «cco»*nt of the balance of 

^ ® national income directly, the capital account 

cuncnt toSS? account taken together with the 

account wiU balance the balance of payment account of a 
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THE LEVEL OF INCOME AND THE BALANCE OF TRADE 

Q. How can you explain the relationship between the level of iocome 
and activitv’ in a country and its balance of trade ? 


How does the multiplier analysis apply to international trade ? 

Examine the impact of economic development and growth on die- terms 
of trade. 


Ans. A close relationship exists between the level of income and 
activity in a country and its balance of trade. Changes in the balance of 
trade affect the equilibrium level of income, the changes in the level of 
income affect the state of balance of trade. We make the following 

assumptions : 

(i) Price levels, interest rates and quantities of fixed investment in 
each country are constant. 

(j 7) Unemployed resources exist in each country so that increased 
demand for the goods of a country gets reflected in increased output and 
activity and not in price rises. 

(Hi) Exchange rate between the country concerned and the rest of the 
world is constant I, <?.. the price with which one currency can be bought 
with other does not vary. 


(iV) Prices of imported goods in terms of home currency in each 
country do not vary. 

It is reasonable to consider that total value of exports are not 

influenced by the level of income in the country concerned. However. 

plans to buy imports are definitely affecicd by changes in the level o 
income. In this way the value of imports comes to depend upon leyei 
of activity and income in the country concerned. We measure 
between a change in plans to imports and a change in 
concept of marginal propensity to import. If a rise in income of lUU leao 
(at current prices) to plans to prochdse 10 more of imports, the margi 


propensity to import is yQ^=yQ 

Several consequences follow from the concept of marginal propensity 
to import : 


(/) If the marginal propensity to import is S 

(normally it happens), a rise in the level of income raises . 

exports arc constant and consequently results m a detenora 
balance of trade. Similarly a rise in the level of "'^fr 

that country's imports which means our exports are raised, in 

balance of trade is improved. 

Ui) Expenditure on imports is similar to expenditure on savings. 


BALANCE OF PA'YMENTS— MULTIPLIER ANALYSIS 


61 


It does not lead to further increases of income at home. Like savings, it 
leaks out of the system and provides no direct impulse to a further round 
of expansion of the level of income. 

{Hi) Just as imports are parallel in their effects to savings, similarly 
exports are parallel in their effects to investment. Investment is 
determined autonomously, they are not dependent upon the level of income 
in the country. Similarly exports are determined by the level of income 
in other countries and not in the country concerned. In other words, 
changes in beth investment and exports are autonomous. Besides a 
change in the level of exports induces a multiple change in the level of 
activity and income just as investment does. An increase in the demand 
for home-produced goods, which lead to increased income, for the 
producers of these goods and so to more expenditure by them ; hence 
a multiplier expansion. 

More generally, an improvement in the balance of trade of a country, 
whether as a result of increased exports or reduced imports arising from a 
shift of demand from imports to home goods, leads to a multiplier 
expansion of income. Similarly a deterioration in the balance of trade 
leads to a multiplier contraction. 

The Foreign Trade Multiplier Without Foreign Repercussions 

We assume that our country is so small in relation to the rest of 
world, that it does not influence the other country and therefore no 
appreciable effect is reflected back to our country. As we do in the analy- 
sis of the closed economy multiplier, wc shall consider (/) the conditions 
that must be satisfied for a stable equilibrium level of income to c.xist, and 

UO the process by which economic conditions move from one eauilibrium 

to another, after a disturbance. ^Hui'iorium 


accounts for a past period arc concerned, the followine 
Identity must always be realized : realized savings plus realized imDort! 

realized exports. Reasons for the satisfying 
01 this condition may be summed up in the following way ; ^ ^ 

Income = Consumption of home goods-|-Imports-f Savings 
Output s Consumption of home goods+E.xports-f- Investment 

Income = Output 


Imports-f- SaviDgs=Exports-f Investment 
or Exports —Imports = Savings —Investment. 


The^n^l'f.at 
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foreigners and fixed assets held overseas.The surplus of savings over invest* 
ment is the difference between total additional wealth owned by residents of 
our country, and total additional fixed wealth at home plus additional 
holdings of stocks of goods at home, that part of additional wealth not 
held at home must be held abroad, whether as real wealth or as claims 
against foreigners ; this is quite obvious. 

Returning to the other form (that imports plus saving ^uals exports 
plus investment), it is clear that the condition necessarily applies for realized 
magnitudes, but by no means necessarily for plans. If planned purchases 
of imports plus planned savings do not equal planned purchases of exports 
plus planned investment for some period, then some plans will not be 
precisely realized. We assume that home residents plan to purcha^ 
imports and foreigners plan to purchase exports are always realized. 
Consequently, the failure to realize plans impinges on savings and invest- 
ment.^ 

When all plans are realized, stable equilibrium emerges. If plans arc 
not realized, they are altered and thus lead to changes in the level of 
incomes. An equilibrium level of income is possible only if saving plus import 
plans equal investment plus export plans. The equilibrium level, therefore, 
depends upon the marginal propensity to save (which determines the level 
of planned savings', the marginal propensity to import (which determine 
the level of planned imports), the level of fixed investment firms wish to 
carry out, and the value of exports foreigners wish to buy. 

The foreign trade multiplier without repercussions tells us what will 
be the effect of a change in the origmal level of investment or 
upon the level of income. We assume that all imports are directly used at 
home so that exports do not include any imported materials. A rise m 
investment or exports leads to a multifold increase in the equilibrium leve 
of incomes, the increase depending upon the marginal propensity to sav 
plus the marginal propensity to import. The multiplier is the 

marginal propensity to save plus the marginal propensity to import, ij* 

larger the savings and imports, the greater are the total leakages and i 
smaller is the multiplier. 

We assumed in the above analysis that the whole of additional 
mcni expenditure is used for purchasing home produced goo^ ; the ns 
the plans to imports starts only when consumer's expenditure rises 
result of induced rises in income. If. however, we assume that . 

additional investment expenditure is used for buying • . 

stimulation to expansion at home is less and equilibrium rise m me 
proportionately less. 


h A-C.L. Day. Outline of .Monetary Economics (Oxford University Pr«s*- 
London, 1957, pp. 375 — 376), 



BALANCE OF PAYMENTS— MULTIPLIER ANALYSIS 


63 


The Foreign Trade Multiplier, With Foreign Repercnssions. 

We assume that our country is not so small and therefore affects the 
final position. We assume that a rise in investment at home initiates the 
expansionary process, which leads to increased imports. These increased 
unfits imply an increase in exports by the foreign country leading to a 
higher level of income in that country. This higher level of income leads 
to more imports which raise mean increased exports for the home country 

leads to an expa^ionary process resulting in an increased 
level of income dnd activity in the home country. 

The conditions must be satisfied in both the countries as distinguished 
from a single country m the discussion on foreign trade multiplier without 
foreign repercussion. In each country planned savings plus planned 
investment must equal planned investment plus exports. Moreover imports 

or ihe oTher 

level of incomes in both the countires will be hieher 

save. If the MPI IS relarivelv marginal propensity to 

in the foreign c^ntry then molt of the relatively small 

m the foreign country ^nefit the hoL^cdSt^.^* •nternal expenditure 

Other Initiating Changes— A change in tastes. 

■-est„,ent in on. of the 

■»a„d between home“^s and for^M noods“® Th“"*' 

« saving pins imports equal PlannMrve^SS'ex“orts"tn'eS 

- eountt, W -I “• 
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tn the country's demand because of increased IcveJ of living increase its 
imports and in this way prevent the contracticHi in the oifer country. 
Similarly the other country with reduced level of income and conseqenlly 
reduced imports limits the expansion going on in the other country. In the 
linal equilibrium position, the country with improvement in the balance of 
trade because of a change in tastes always finds itself with a higher level 
of output initially and the other country always finishes with a lower 
level. The mutual interference between oppositing changes can cancel out 
but not reverse the changes. 

The effect on the balance of trade is quite obvious. The induced 
expansion in the country with an improved balance of trade increases its 
imports and wipes out some of the improvement in the balance of trade. 
Similarly the induced contraction in the other country reduces its imports 
and wipes out some of the deterioration in its balance of irade.^ These 
vlfccts w ill be greater, the bigger are the changes in imports as a result of 
a given change in income and the larger the changes in incomes. This 
happ-..ns when the marginal prcpensiiics to import are larger and the 
marginal propensities to save are smaller. 

The determinants of the new equilibrium level of income are ; (O^^e 
size of the marginal propensities to save and imports ; (i7) the size of the 
reflection ratio. The change in level of output in either country will be 
greater, the smaller is the other country’s reflection ratio : a small reflection 
ratio means that external forces only wipe out a small part of the internal 
changes induced m cither country. The small reflection ratio occurs when 
the other country's marginal propensity to save is large compared with 
its marginal propensity to import. 

BALANCE OF TR.VDE IN TME FULL EMPLOYMENT ZONE 

In conditions of near or full employment even if prices are constant, 
extra expenditure is increasing directed towards imports. This happens 
when no extra resources arc available at home but easily available abroad. 
The marginal propensity to import happens to be high consequently thfr 
increased presence of demand at home has a large adverse effect on the 
balance of trade. 

Secondly, exports arc affected through delivery dates. Exports order 
cannot be satisfied on the full employment zone, so order books lengthen 
and actual exports do not expand as fast as the foreigners demand 
expands. Sometime this leads the foreigners to switch to other countries. 
In both cases exports tend to fall of or not to rise as much as the foreign, 
trade multiplier may suggest, when the level of activity moves into the 
full employment zone even when price rises are small enough to be dis- 
regarded. In other words, a rise in the level freight in full employment 
zone leads to strong pressure on the balance of trade through its enecls 
on imports and exports as well. 

1. A.C.L. Day, Outline of Monetary Economics (London, Oxford University 
Press 1957, p, 381). 
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EFFECTS OF ECONOMIC DEVELOPMENT AND GROWTH 
^ ON THE TERMS OF TRADE 

Economic growth may be defined as increasing income oer head 
time. Assuming that growth does not lead to a change .„^ asie1nd?h^ 
«t moves the production possibilities curve outwards If leriJs of trade 
reraam unchanged, production and consumption both would increase If 
the terms of trade improve, consumption would be on a ^»n i V 

If the terms of trade deteriorate. consumpUon is nV.hed V. 
so long as the gains from growth ex«e”?he ll>fses from 
of trade, the country will find itself better off after growTh than befor^'^^rf 
the terms of trade deteriorate sufficiently real income wmlw^ r ^ 
consumption would be at a lower level prmah • decline and 

the worsened terms of trade Thk fv»^ I he growth m output is offset bv 

determined ^S*wha°/ hap^?ns to toe n™Lman^f ^ 

may result in increased demand for imn!,?! 
increased production of importables in the Trow no 1 

net effect of these demand and supply factors which be the 

m which terms of trade move. ThL^fome/ hrvT i? the direction 

output elasticity of demand aSroS^eU^" 

Elasticity of demand (O E D) is the oerJmLTll ^ supply. Output 
importables divided by the percUiaB?chaTTe of 

elasticity of supply (O E S) is the ner^mnol output. Output 

importables divided by percentage chTce ®?n''?Tf *" Production of 

measured at constant relative comLdity Irici are 


( 


The degree of elasUci.y has been catagorised in terms of trade biases • 

fr oId !! effect. 

If OED is kssZl 

lfnFr%- antitrade demand effect 

i^oEs ;:;r::-;?hi" “ 

Trnnc • ^ ^ iicutral supply effect 

If OEs’/s antitrade supply effect. 

If opc ‘® Proirade supply effect 

^ OHS .s negauve. this is an ultra protraTe^suppT; effect. 

(demand) *Vff«t^°*However'^a of producUon (supply) 
f tei??Tf* ® ri«utral supply effect win mi, ^ ^ “eutral demand effwt 
I term of trade (this is because thiS hJ! 1! “ adverse shift in the 

tmlT’^ff^toe fJ^h- of trade will i^rovT^fo" 
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A fuller treatment of the terms of trade efforts of growth would 
require consideration of what happens (fl) if growth is taking place mr^ 

of the world, (b) if technical progress is non-neutral with 
trade Kindleberger, Prebish, Myrdal and others argue that ^ 

emoirical data suggest that a downward trend in the terms of trade for 
the^under-developed countries is probable and has, m fact, h^P^aed. On 
the other hand. Haberler, Meier, Morgan and 

evidence is faulty and does not indicate a downward trend and that 
hypotheses on which such predictions are built are inadequate. 

Sussested Readings 


1. Fred Hirsch 

2. C.P. Kindleberger 

3. A.C.L. Day 


Money International 
International Economics 
Monetary Economics. 
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THE BALANCE 


7-A 

OF PAYMENTS 


Q. DeBne clearly the concept of the balance of payments. 

Why do we need to study the balance of payments ? 

Distinguish between ditferent definitions of the balance of payments 
and examine the problem arising oat of such distinction, ** ^ 

Ans. Let us consider a few definitions : 

balance of payments of a country is a syste- 
matic record of all economic transactions between the residents of 

porting country and residents of foreign countries durinra gTen o-riod ^ 
t^e. Kindelberger goes ahead and clarifies the concept of a®resrd?nl’ 
economic transaction’. Besides including tourists Hininma»c 
personnel, temporary migratory workers 
includes branche's of iomeslic companies.'' ThfeoS^ 
and does vary from country to country. Similarly the fonr-l 
transaction inyolves the concept of paymTn of economic 

assests from one party to another However .m * ®f^‘^>eto 

payment may not be inyolved and* ver be made when 

national transaetbn Xe aL^ "^^arded as inter- 

country. “"“Pt from country to 

•ra/‘^pndfl^"an“a«tonTa ajatemem ia an attempt to 

So'my ov‘e?r “Se 

Fred Hirsch also indHS wha? !he bt^an'™ of”! 

not do For instance, it does not indicatl “hf,K^ “”“P‘ '><>« 

came about or what would have come aboutTn transactions 

policies or events. absence of particular 

government of the^'country^^by statement serves the 

-lonal position of the coU^ ime. 
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decisions on monetary and fiscal policies and trade and payment questions. 
Monetary and fiscal policies need (o be separated from trade and payment 
questions because the concept of balance of payments is put to different 
interpretations. It should be noted however that the balance of payments 
gives a partial view i.e. the external aspect of the country's economy. The 
external balance cannot be properly assessed without seeing what has 
happened to the underlying internal economy. In this way, it is le^ 
than a full reflection of a country's measure of performance or economic 
welfare. 

ALWAYS BALANCED. In a sense the balance of payment is 
always balanced. The balance of payment records all payments made 
to foreigners and received from foreigners for the past year. As such the 
accounts must necessarily balance. The total amount paid by residents to 
foreigners must be equal to the total amount received by residents trom 
foreigners. Full account for any past period must satisfy this rule. 
Therefore Balance of payments in always in balance. Whatever 
cations we add to the equality must be achieved. In other words, total 
receipts must equal total payments in the actual amounts of the past 
period. 

Machlup distinguishes three types of balance of payments. TU 
balance of payment may be : (A) a Market Balance, i.e. balance of supply 

and demand; or (B) a Programme Balance i.e. “ “g 
desires ; or (C) an Accountiug Balance, i.c. a balance of credit, ana 

debits. 


The market balance of payments is model of given 
foreign-exchange market, characterised by 

of foreign exchange at the given exchange rates and at jgo. 

cal lates. This is an exante concept for use in analysis of the fo^g 

^change market, with major emphasis on the effects \vhich change of 

the exchange rate might have upon the amounts of exchange effecliv y 
demanded and supplied. . 

The programme of balance of paymeDts is a statement of “ 

uses of foreilr funds, expected or planned, over a P" 

more vears based upon the nation's capital and consumption ’ 

Td ora programme of meeting an excess of requirements over resource 
m foreign'finLe expected or sought This also ,s an exante ooncep^ not 
for analysis but for use in planning, forecasting or negotiating, ^ith J 
emphasis not on what is effectively demanded but on what ts felt to be 

desirable with reference to some accepted standards. 

The Accounting Balance of Payment is a record of all 

ical I?d financial which have taken place countries, 

more years between the country s ^^'^ents and r«iden^s of 

the record being kept in the form This 

rredit CDtrv baUncsd by an offsetting debit ent^y ^kctimatcs for use- 

Tan export concept based on '“"^V^rhar^^^ th^ 

chiefly in the description of past developments 

appraisal of the present position of one nation m relauon to an 
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DISEQUILIBRIUM IN THE BALANCE OF PAYMENTS 

Meaning. The balance of payment^ deficit means that the country 
concerned is actually or potentially in balance of payment difficulties. 
These difficulties arise because the present course of event cannot continue 
indefinitely. If the present situation continues, insurraountable difficulties 
in the form of exhaustion of reserves, whether of gold, other foreign 
currency, or of borrowing power, will arise. In other words, running 
through an exhaustible stock of reserves may be regarded as equivalent to 
Tunning in the balance of payment difficulties. 


Deficits Machlup. According to Machlup the meaning of a deficit in 
the balance of payments is catagorically different for his three different 
■concepts of balance of payments. Moreover, within each concept the 
meaning of deficit is quite qualified and relative. We shall follow his 
analysis. 

[a) Deficit in the Market Balance of Payments may be defined as 
an excess of dollar amounts effectively demanded at the given exchange 
rate by would-be-purchasers (who are not restricted by specially adopted 
or discretionaiy government control measures) over the dollar amounts 
supplied at that exchange rate by would-be-sellers (who are not motivated 
by a desire to support the exchange rate)”. He introduces several classi- 
fications : 

(i) The phrase ‘‘effectively demanded” is to mean that the would- 
be-buyers possess and are wilting to part with the domestic money to pay 
for the foreign exchange. 

(») The phrase “at the given exchange rate” will refer to the one 
actually prevailing, fixed and maintained by monetary authorities. 

(///) The phrase “not restricted by specially adopted or discretionary 
government control measures” is designed to impart flexibility to the 
‘dennuion. 


(fv) The phrase “not motivated by a desire to support the exchange 
mte, IS designed to separate the sales- of foreign exchange out of mone- 
tary reserves and out of foreign stabilisation loans from the sales properly 
regarded as the “supply” of exchange in the market in which the balance 
between supply and demand is being analysed. 


(v) Every supply and demand analysis has several time aspects. 
Uisregardmg temporary fluctuations, we can distinguish three kinds of 
■ca^ trom the point of view of long period deficits : (a) The excess demand 
a judged to be cyclical in character, that is associated with a particular 
ph^e of national or international trade cycle and hence likely to disappear 
in due time even without any special measures on the part of the govem- 

SS demand is judged to be associated struc- 

expected to change before long in consequence 
government or of certain developments 
excess demand is judged to bo associated 
SSre ^ ‘ expected to change significantly in the fotseeable 
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( 17 ) There are different policies for dealing with a deficit to the market 
balance of payments. The excess demand for dollars can be reduced or 
removed by {d) altering the rate i.e., depreciating the domestic money; 
(6) sales of gold or dollars by the national or international monetary 
authorities; (e) rationing, administrative allocation, or similar dicretionary 
restrictions of foreign exchange transactions ; (d) monetary and fiscal 
measures reducing the money circulation and income flow of the country ; 
(e) restrictive commercial policy; (/) persuading other countries to a 
more liberal commerical policy. Political compulsions dictate continual 
exchange depriciation as contrasted with other policies. 

(v//) The market balance of payments refers to a given exchange rate 
under given condition of supply and demand. Changes in wage rates, 
interest rates, tariffs, production costs, consumer tastes, fiscal policy, 
credit policy etc. will alter the market conditions for foreign exchange so 
significantly that it is nonsense to predict the size of the excess demand for 
a time a year or two away, 

(b) The Programme Balance of Payments. 

“A dollar deficit in a country’s programme balance of payments 
may be defined as an excess of dollar amounts needed or desired for 
some specified purposes (assumed to be important with reference to some 
accepted standards) over the dollar amounts expected to become available 
from regular sources.” Following clarifications should be noted : — 

(/) The phrase, “needed or desired” refers to the “requirements” 
computed by experts and based on what they regard as the nation’s needs 
or desires. 

(»i) The phrase, “for some specified purposes” may refer to pro- 
jections of import totals required to suoplement domestic output in the 
achievement of certain levels of consumption and rates of development. 

(Hi) The phrase, “with reference to some accepted standards” indicates 
that the levels of domestic consumption and the rates of domestic capital 
formation are, in this context, matters of political judgment. 

(iv) The phrase, “expected to become available from regular sources,” 
is to exclude the emergency sources. 

(v) The programme balance of payments is always set up for a 
definite period of time, usually one year, sometimes two, three or four 
years. 

(v/) The existing foreign exchange is relatively less essential the 
programme balance of payments. It may possibly a factor in the effective 
steering of productive resources for the attainment of the production and 
export targets set in the programme. However, it loses its importance it 
price and allocation controls are effective in the economy. 

(v/7) An increase in the money and real income wnll decrease a dollar 
deficit in the programme balance. The dollar gap is narrowed bec^se 
people produce more, need fewer goods to import, and export more goods. 
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(v/ij) Exchange depreciation and deflation are of little relavence in 
dealing with a deficit in the programme balance of payments because 
relative prices ore not of the essence in judging what the nation needs, 
desires or can do without. Import barriers and exchange restrictions are 
among the main instruments of implementing the programme, 9.?^^ 
required imports are dollars made available. Exchange stabilisation 
(sale of dollars out of reserves of monetary authorities) Is often a part of 
the programme of covering the deficit. The programme may seek forei^ 
loans and grants for the larger position of the deficit, but draw on the 
dollar reserves of the nation to finance the rest. 

ri'.v) The dollar deficit in the programme balance of payments is 
conditioned by the financing potentialities. The chief determinant of the 
deficit will be the realistic appraisal of how much foreign finance might 
possibly be obtainable (from other than regular sources). 


(x) The programme balance of payments is a forecast of future 
developments. Even if the forecasts may not be true, they are significant 
when they are made. The importance of past trade balances in this 
context cannot be minimized. 


The exante character of the programme balance of payments is self- 
evident, but to the extent to which hopes are fulfilled and targets attained, 
the export record of international transaction may fall with the programme. 

(c)^ The Accounting Balance of Payments. The dollar deficit in a 
^untry's accounting balance of payments may be defined as an excess of 
dollar amounts entered on the debit side of certain accounts in the annual 
rword of its international transactions over the dollar amounts entered on 
the credit side of the same accounts, the accounts being selected from the 
tull, necessarily balancing statement in order to throw light upon problems 
connected with market or programme balance of payments. Certain 
clarifications are noted below : 


v.* phi’ase, “certain accounts” serves as a recognition of the 
tact that a completed statement of all accounts cannot possibly show a 
credit or debit balance, while certain amounts can. 

^ 2. The phrase “debit side” stands here differently mentioned 

payments , imports , passive etc. 


3. The“inlemational 
with foreigners. 


transaction” does not refer to 



transactions 


“cridit side” stands for receipts, 
gold and foreign assets etc. 


exports, active, decrease in 


5. The “accounts selected” 
at different times. 


refers to the various ideas or accounts 


, 6. The phrase “in order to throw 

It does not show the result as such 


light” indicates the purpose, though 


7. Time problem may be involved because these may occur within 
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a year a succession of deficits and surpluses in tbe market balance of 
payments. 

8. The accounting balance of payments does not throw light upon 
the relationship between foreign exchange rates and tbe market balance of 
payments. 

9. The accounting balance of payments cannot be used to indicate the 
market balance of payments. However, the international monetary fund, 
came out In this context with a new concept called “Compensatory 
official financing*’. It is provisionally defined as “the financing under- 
taken by the monetary authorities to provide exchange to cover a surplus 
or deficit in the rest of balance of payment.” This definition singles out 
those operations which have the sole or primary purpose of providing 
foreign exchange in response to a situation that has arisen in -he foreign 
exchange market. Much confusion has arisen over the interpretation, but 
probably this is because of the failure to distinguish between the market 
balance and the programme balance of payments in relation to 
compensatory official financing. 

Conclusion. There is no necessary relationship between these deficits. 
One may witness the deficit in one with a surplus in the other senses. 
For example, a country with a deficit in its programme balance of 
payments may have a surplus in its market balance of paymenis provided 
the government continues to follow conservative fiscal policies. Similarly 
the possibility of a deficit in the programme balance and surplus in the 
accounting balance of payments may co-exist in a country receiving 
loans and invesimen’s from abroad while abstaining from expansionary 
domestic mon tary policies. From this, it follows hat much of the 
current talk about dollar shortage makes little sense. A country may 
have large effective demand for dollars — if the supply of domestic 
money is relatively large and the price of dollars relatively low. 
This docs not indicate the urgency of the need for any dollar 
aid sought to increase the productivity of the nation’s resources and 
to improve its plans of livings. And neither the urgenc need, nor the 
effective demand for dollars is indicated by accounting records reflecting 
past financing decisions. 

Suggested Readings 

1. Fred Hirsch : Money International. 

2. C. P. Kindlebergcr : International Economics. 

3. F. Machlup : International Payments, Debts and Gold. 



EXTERNAL DISEQUILIBRIUM 



Q. Examine the causes wbich lead to an imbalance in the balance of 
payments. 

What do you understand by fundamental disequilibrium ? How would 
you correct it ? Suggest suitable measures. 

Examine the attempts to distinguish between different kinds of 
International disequiiibrinm. 

Ans. The criticisms directed against the purchasing-power parity 
doctrine have highlighted the difficulty of measuring disequilibrium 
through comparing price levels. The Tnternationl Monetary Fund makes use 
of the concept of fundamental disequilibrium, though fails to define it. 
Fundamental may refer to the size of the disturbance, and to its 
persistence. However, it has been difficult to single out any one kind of 
disequilibrium as more fundamental than any other. 


Kinds of Disequilibria (D1SEQU1LIBR1A) 

A committee of the O.E.C.D. found it useful in 1966 to make ‘‘a 
broad distinction between cases where an imbalance is due to an in- 
appropriate level of internal demand in the country concerned to 
excessive or deficient competitive strength in world markets, or to excessive 
capital movements.” It is admitted that multiple causes of disequilibrium 
can owur. In some cases the origin of payments imbalance is comparatively 
s^traighforward. as is its cure. An inappropriate level of demand should 
be corrected by a change in internal demand ; excessive or deficient 
•competitive strength by exchange rate adjustment, and excessive capital 
■movements by control of capital movements. 

This is too siny)le. It fails to penetrate to the causes of the 

‘Change in competitive strength. It 
® long-term capital movements. 

S?® ^ implication that these movements can be too>rge, but not too 


canitoi®* distinguish between equUibria with and without long-term 
capital movemenis or with insufficient capital movements In thJ 

tosuffleiCTt movemenis. iHKqimbria 
can be classified broadly mto those steming from income, tS fSm 
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Structural causes, involving relative prices, and those which are a mixture 
of income and price. The following table presents a classification scheme 
of this son, divided as well into short-term and long-term influences.^ 

Kinds of Internationa] Diseqnilibriom 

Income Income and. or Price Price 

Short-term Cyclical Dis- Inflation ; inappropriate Structural disequi- 

equilibrium exchange rate change librium at the 

goods level. 

Long-term or Secular Systematic technological Structural disequi- 
deep seated Disequilibrium change librium at the 

factor level. 

Income disequilibria are those in which income changes in relation to 
national incomes abroad (or vice versa) without significant changes in 
relative prices ; structural changes are those which occur primarily in 
relative prices, without necessarily significant changes in the level of 
national income. The intermediate catagory includes the case of over and 
undervaluation of the exchange rate produced by changes in the e.xchaoge 
rate, or by domestic inflaiion. These are cases of income and price. It 
also covers systematic technological changes which may produce increases 
in money income, reduction in prices, or both. This breakdown may 
appear to be highly arhitrary because in the real world changes in incomes- 
are bound to affect relative prices. Similarly, changes in relative prices 
do affect total level of income. 

Inflation 

Several economists relate the difficulties in the balance of paynienlS’ 
to domestic inflation. Therefore such imbalances would be rounded by 
following the policy of deflation (eliminating the inflationary gap and 
reducing effective demand to the level of full employment), or at least by 
hailing the inflation and adjusting the exchange rare. 

Improvements in the balance of payment position came about in the 
following manner : (i) Decline in incomes reduces imports directly and 
releases goods previously bought in the home market for sale abroad. 
(//) Reduction in prices attracts foreigners to buy and dissuades them fr^ 
selling, thereby stimulating exports and reducing imports, (m) In th^ 
days of administered prices, deflation results in the cancellation 
orders and thus reduces delays in filling orders for export, (/v) 
halting of inflation and the correction of e.xchange rate tend 
destabilising speculation and lead to a return flow of domestic capita 
a reconstitution of foreign working balances. 

Where inflation is demanded, through excessive consumption invest- 
ment, a governmental expenditure, the disequilibrium is primarily 

I. Charles, P. Kindlcbcrger : International Economics (Homewood, Richard 
D. Irwin 1968, p. 478). 
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income variety, although as just mentioned, these will be price distortion. 
Where inflation is the result of a wage-price push — administrated wage 
increases being followed by rises in administered prices— one can point 
primarily to price relationship. If the country sells in highly competitive 
markets, export prices are given and the inflationary pressure will squeeze 
profits out of exported. Where the exporters themselves administer their 
prices, profit-margins may remain intact, but goods will gradually be 
priced out of world markets. 

We refer to relative and not to absolute inflation. If all countries 
inflate at the same rate and no money illusion exists, no balance of pay- 
ments problems emerge. But they emerge because the tendency to over- 
spend, or the wage-price push, is faster in one country than another. 

Cyclical disequilibrium occurs either because the patterns of business 
cycles in different countries follow different paths or because income 
elasticity of demand for imports in different countries are different. 


Under secular stagnation, investment opportunities are inadequate to 
absorb full employment savings ; in periods of secular exhileration. on 
tw contrary, investment is too high relative to the savings of the economy. 
The cause of imbalance in the Keynesian system is that the forces Iving 
behind savings and investments are different, and both are relatively 
inelastic with respect to the rate of interest. In the early stages of growth 
when investment opportunities exceed savings, a country may make up- 
the gap by international borrowings. At a later stage as its income and 
savings rise beyond its investment requirements, it pays back debt and 
accumulate foreign investments of its ovvn. Still later, its propensity to 
s^e may shift do^ward as consumption rises through demonstration 
enect but the productive drive flags. At this stage the country may 
cn^se to consume some of its accumulated foreign capital. When long 
term capital movements are different, disequilibrium results. If young and' 
vigorously growing countries have investment opportunities in excess of 
theTaip and labour, but foreign loans are ndt available. 

On the other hand, a 

timJiw savings relative to its investment oppor- 

Sm on“ h«v institutions to invest abroad, will show a persistent 

at different stages of 
different paces long-term capita] movements are 

dSLt?nih"“' in some countries, and 

ted movements are limi- 

tea, as happened m 1930, the result is secular disequilibrium. 

Technological Changes 

Technological changes in the shape of innovations rather svstematic 

influeSi on .ho ofTaySs A» 

^ovation m county leads to increased exports or to reduced imports 

^ transitional deficit for B until the position settles 

ate m different fields, and B continues to face deficit, B faces the problem 
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of secular disequilibrium. Several economists Williams. Crowther, 
Robertson, etc. attributed the U.S surplus and world deficits in 1957 to 
U.S. systematic innovation. When the U.S. faced deficits in 1951 or in 
1958. the cause according to Samuelson was the Europe’s closing of the 
U.S technological gap. However, nothing definite can be stated here* 

Structural disequilibrium at the goods level 

Structural disequilibrium at the goods level occurs when a change 
in demand or supply of exports or imports alters a previously existing 
equilibrium or when a change occurs in the basic circumstances under 
which income is earned or spent abroad, in both cases without the 
requisite parallel changes elsewhere in the economy. Let us take 
the case of change in demand, suppose there is decline of world demand 
for Malayasian Rubber due to the growth of import substitutes. The 
resources previously enaged in rubber production must shift into other 
lines of activity or adjust their expenditures downwards. Taking the 
country as a whole, the displaced resources must shift into some other 
export line or the country must restrict imports. If the required changes 
do not occur, the counto' will experience a structural disequilibrium. 
Similarly, a crop failure may restrict a country's exports and produce a 
shortfall of exports below imports leading to structural disequilibrium. 
Again the loss of service income resulting from consfiscation of investments 
abroad may lead to structural disequilibrium. 

Structural Disequilibrium at the factor level. 

Structural disequilibrium at the factor level results from factor 
prices which fail to reflect accurately factor endowments. If the price of 
labour is too high, the country may use labour sparingly and may 
import goods with a high labour content than is appropriate. The 
country's comparative advantage, in other lines will be overstated. 
Either the country will face a disequilibrium in the balance of payment 
or will find unemployed resources to dispose off. 

In a broader sense, the balance of payments is in disequilibrium 
when factor prices, out of line with factor endowments, distort the 
the structure of production from the allocation of resources which 
appropriate factor prices would have indicated. In the nairow sense, 
tariffs, subsidies, etc., result in below optimum eflScient equilibrium. 

EXCESSIVE CAPITAL MOVEMENTS : 

While for a long time, persistent disequilibrium was the consequence 
of hesitant capital movements, the problem of excessive capital 
movements is posed in the 1960’s, capital flight is one form of excessive 
capital movement. A less developed country with high propensitiM to 
invest and limited saving needs capital imports but may suffer from 
capital exports, as its wealthy citizens move their funds abr<»d to ^cape 
taxation, confiscation or the threat of war. Similarly, the crisis ol 
confidence may provoke certain countries to withdraw their aaumulatea 
curves from one centre and transfer them to a different financial centre. 
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“ A question remains whether international financial inter- 

mediation should be regarded as involving excessive long-term capital 
flows, or as pointing up the limitations of the major concepts or 
international equilibrium.” 

MEASURES TO CORRECT EQUILIBRIUM 

(a) Financing. Measures to correct equilibrium presuppose an analysis 
of the causes of the disturbance. If the monetary authorities feel unsure, 
they may try to finance the exchange pressure out of reserves. Reserves 
may be permitted to fall in the hope that the exchange pressure will 
prove transitory or its causes will be known clearly. If their reserves, 
are insufficient or if the authorities do not like to run them down, the 
authorities are likely to increase their short-term interest rates, through 
the lever of Bank rate. This increase in the Bank rate by the Central 
Bank is likely to influence the short-term interest rates as a whole in the 
upward direction. There is usually a large pool of international liquid 
funds willing to move from centre to centre to secure a more attractive 
rate— always provided that this docs not involve undue exchange risk. 

An increase in Bank rate will normally succeed in tapping part of 
this international money pool. In this way the latent deficit on the 
exchange market may be covered by private financing. However, the 
private financing may not be sufficient and the authorities may not be 
willing to raise the Bank rate in the interests of domestic economy. In 
such a case the authorities try to bolster their reserves by official 
borrowing. 

This type of financing, whether private or official, is appropriate 
only if the deficit is likely to be temporary and is likely to be reversed. 
For example, short-term funds may leave a country for political fears 
which are temporary. Again the domestic economy may be booming 
while the intemational economy is weak. This is likely to be reversed. 
In such situation the financing as discussed above is justified. 

A decline in business activity abroad exerts a curb on exports, as. 
foreign markets weaken. There is no corresponding fall in imports, 
rather imports may increase as foreigners may try to sell more exports. 
This is the kind of external deficit for which domestic deflation is most 
inappropriate internationally, as it may quickly propagate the localized 
recession into an international slump. This dangerous prospect of a 
slump in one country forced the inclusion of two clauses in the 
international Monetary Funds : “Scarce currency clausal*. auUiorisizing 
collective discrimination against a surplus country and ‘devaluation* in 
case of fundamental disequ ilibriu m. 

Financing is the most appropriate cure for deficits of this kind, but 
the pool of liquidity needed would be large. Again financing is justified 
so long the situatkJtt is likely to reverse itself. For example, a country 
with a large agricultural sector suffers a bad harvest If the prospects foe 
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the next year are good, this year’s extra imports could be financed from 
the reserves, but if it looks that this may suffer from a run of bad crons 
more posiu\e action will be needed. ’ 

ib) Deflation. A monetary inflation, of prices and incomes, 
pushes domestic prices to a point at which exports are incompetitive and 
imports unduly cheap by comparison with inflated prices of home 
produce : and causes an excess of monetary demand that, in addition to 
Its pressure on prices, sucks domestic goods away from export markets 
and sucks in more foreign goods as imports The obvious remedy is a 
siraiglu forward deflation of spending. Disinflation (i.e., deflation to 
the point of full employment but not beyond) is appropriate to reduce 
pressure both on domestic prices and on the payments balance. However, 
if inflation has persisted for long and has resulted in permanent increase 
of costs, then disinflation alone may not be sufficient. The way out may 
be toward real deflation (i.e. uking the economy below the point of 
reasonable full employment and sustained growth) and keeping it there 
until it shows the necessary response in lower wage costs, as well as in 
lower absorption of imports at the lower level of domestic activity. 

(c) Devaluation. If the government is reluctant to rely on deflation 
alone, which removes the excessive external spending by cutting down 
the amount of total spending power even more, then it may additionally 
attempt to shift the proportion of domestic income and output that goes 
into the trade balance, through reducing the external value of its money. 
This will be proper for deficits caused bystructural change’. These structural 
changes may bc'-the loss of overseas investment income or adverse turn 
m the terms of trade, a relative fall in the world’s demand for country’s 
main export products, an adverse movement in productivity, etc. 

These are all shifts in real conditions as distinct from temporary 
monetary disturbances and they require real changes in the disposition of 
domestic resources. If these shifts are induced through monetary form, 
devaluation will be the normal instrument. 

If the economy is operating well below the level of full employment, 
devaluation alone may be sufficient. However, if the economies arc opera- 
ting at a near or above ihe full employment level, devaluation may have to 
be accompained by measures of domestic disinflation. This will be 
necessary to offset the expected improvement in the trade balance 
itself, which whether through increased exports or reduced imports re- 
moves goods from ihc domestic economy without reducing purchasing 
power. This is the other aspect of the operation of increasing the pro- 
portion of domestic output that is exported— which adds to this 
proportion of output that is paid for without putting goods as the home 
market ; and of decreasing the portion of national income that is spent 
as imports— which takes goods of the home market without reducing 
purchasing power. 

A country with large excess and with too large payments deficit, 
requires deflation much more than devaluation. Without devaluation. 
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deflation required may be less and might be working on lesser additional 
demand, because of extra exports and fewer imports. Deflation will alone 
involve a smaller net deflationary imposition if the focus is on the balance 
of domestic economy. If the focus is on eliminating the payments deficit 
then deflation may have to be large involving a multiple reduction of 
total spending to achieving the needed effect in the trade balance. However 
the addition of devaluation by its effect on the direction of spending and 
resource allocation, should allow payments balance to be restored without 
dragging the domestic economy in its wake. All this assumes that 
deflating to the point of full employment and the domestically sustainable 
pace of expansion is not itself sufficient to restore payments balance. 

Controls. These fall on imports through quotas, tariff surcharges 
or exchange controls. They, like devaluation, work by shifting the 
disposition of domestic resources and purchases within the economy. 
They will also need some accompanying reduction of domestic spending or 
tightening of domestic credit if it is considered necessary to neutralize 
their domestically expansionary effects. 

The choice between the use of exchange rates and controls Is mainly 
an ideolo^al and administrative one. Variations of exchange rates were 
preferred by the proponents of free enterprise system. Controls were 
preferred by those who were suspicious of the efficacy of market 
mechanism. 

Prof. Fritz Machlup feels that only devalution and deflation are real 
adjustment mechanisms, because they both act on incomes and prices. 
Two reasons are forwarded : (r) Controls like import quotas, ban on 
foreign lending etc. merely dam up the excess spending power that had 
been spilling~overseas. They neither eliminate this excess spending, qua 
deflation, nor absorb it through the higher foreign trade prices brought 
by devaluation, (ii) Such admini^rative actions are entirely arbitraiy 
and their effects cannot be predicted. This criticism signifies that direct 
wntrols must be accompanied by appropriate internal measures, 
including an absorption of excess purchasing power through disinflation. 
This does not make controls ineffective because devaluation itself is 
accompanied by deflation. The reason is devaluation automatically results 
in some independent increase in domestic prices and brings automatic 
restraint on real income. Besides this, devaluation avoids a misuse of 
rwources. Controls have become import biased. There is the further 
difiiculty of inviting retaliation from other countries. Hence devaluation 
is preferred to controls in correcting a deficit in the balance of 
payments. 

MEETING EXTERNAL DISEQUILIBRIUM IN 
UNDERDEVELOPED COUNTRIES 

^ Q. **A poor country either must finance investment out of domestic 
saving or borrow loog-tcrm capital from foreign countries.’* Disenss. 

Or 

Howwonld a developing country meet its external disequilibrium ? 

Ads. G.M. Meir in his book ‘^International Trade and Development** 
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makes an illuminating attempt to discuss the disequilibrium problems of a 
poor country and suggests ways to solve them^ According to him a 
poor country can avoid external unbalance if the investment is financed by 
non-inflaiionary means. When, however, national expenditure increases- 
by inflationary methods— through private or public deficit spending or 
through dissavings— the expenditure will exceed the increase in output, 
and an external imbalance will result. The imbalance between imports- 
and exports is simply the reflection of an imbalance between domestic 
investment and savings or between government expenditure and taxation. 

Assuming that imbalance is caused by inflationaiy pressures and 
further it cannot borrow from abroad, the only way for her is to reduce 
her national expenditure to the level of her national output. In this 
inflationary situation neither import restrictions nor devaluation alone 
will prove effective in removing the external imbalance ; these measures 
must be supplemented by policies that will also lower the rate of 
absorption. Import regulations and devaluation can succeed if the 
demand for exports was inelastic, so that export revenue increased as- 
export prices rose, and this increase in export revenue were saved. 
However, generally, the inflationary pressures will weaken the competitive 
position of exports, increase imports and provide a deterrence to the inflow 
of foreign capital, and encourage to the capital flight. Moreover, import 
controls can only suppress the disequilibrium if they are retained on a 
long*run basis. 

However, restrictions on imports on a long-run basis are likely to lead 
to bottle-necks in production as stocks of imported materials are worked 
down to low levels. Monopoly elements may be strengthened and 
unusual piofits may be made by private enterpreneurs. Costs will be 
increased and competitive position of export industries will be weakened. 
Besides, resources will be diverted to import-competing industries at the 
expense of export development. Thus when import controls are added 
to an inflationary economy, the allocation of resources becomes even 
more distorted and low productivity results. 

The other possibility— the adjustment of exchange rate— is also likely 
to fail. Even if the elasticity of demand for imports and elasticity of 
supply for exports are sufficiently high to rule out the perverse case of 
devaluation, devaluation should be accompanied by a fall in aggregate real 
expenditure so as to allow an improvement in the trade balance through aa 
increase in export volume and a fall in the import volume. However, 
devaluation involves inflationary pressures which cancel the devaluation 
unless deflationary measures are followed. Consequently, monetary expan- 
sion should not be allowed to offset the equilibrating effects of devaluation. 

However, if the money supply is kept constant, real absorption may 
be automatically reduced by the rise in price level and the reduction in 

1. Gerald M. Meir, International Trade and Development (Newyork, Harper and 

Row, 1963. p. 76)- 
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the real value of total cash balances as a result of devaluation. Besides 
the effects on absorption of the rise in the level of prices, the relative price 
changes associated with a change in the terms of trade will also affect 
absorption, through both the income effects and substitution effects of the 
change in the terms of trade. In general, relative price changes and 
income expenditure adjtistments combine to determine the effects of 
devaluation. 

Internal balance may be maintained if a policy of import control 
cr devaluation is supplemented by adequate monetary and fiscal policies 
of “disabsorption”. But if the r€quir«^ “disabsorption” of resources is 
sought through a restriction of investment and government expenditure, 
this will reduce consumption. Since additional savings may not be 
mobilized out of current consumption, these may be mobilized out of 
current increases in output through taxation. If the import content of 
investment is higher than the import content of marginal consumption 
expenditures, the balance of payments situation will not be ease4 
immediately, but it will be eased eventually as the investment results in 
additional domestic production and as resources are released from the 
domestic consumption sector for the export and import competing 
sectors.* 


If investment cannot be financed out of domestic savings, long-term 
capital from foreign countries must be borrowed. This will reduce the 
need for internal and external controls or continual depriciation. This 
docs not imply that adjustments within the balance of payments are 
ruled out and that foreign borrowing presents no problem. This only 
emphasises the need for domestic savings, (and in its absence (of foreign 
borrowings) if external disequilibrium is to be corrected without sacrificing 
development. 
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MECHANICS OF THE FOREIGN EXCHANGE 


Q. Describe the functions served by the foreign exchange market. 

Or 

hat purpose in served by forward exchange market ? Or 

Why do countries wish to avoid the world hnanciog role for their 
countries ? 

Ans. Different countries use different money. Monetary transactions 
between them require special processing. This forms the basis of world’s 
foreign exchange markets. Foreign exchange is traded against the 
domestic money in every commercial city. Hence each such conversion 
througout the world forms a part of world foreign exchange market. The 
price of national currencies in terms of foreign exchange is important and 
invite governmental intervention. 

The foreign exchange market has throughout history served three 
functions : 

1. It acts as an auction ring and clearing house, setting the terms on 
which the different national monies exchange for each other, and 
arranging the mechanics of the settlements. 

2. Operators take views of the future relative values of the different 
currencies while trade, and provide a facility whereby the public can take 
such views and express them in monetary form. This is the speculative 
function of the market. An exchange rate is a price ; it is not just 
another price. In foreign exchange market’s price variation is the 
natural state and any desired degree of stability has to be imposed. 

3. Dealings in foreign exchange have often been linked with the 
extension of credit internationally. From the medieval bill of exchange 
and the modern Europcan-dollar deposit, credit is tied in with a number 
of the instruments used in the foreign exchange market. 

The Market : 

Every country’s domestic currency makes up part of the world fordgn 

exchange market, in the sense that it is possible in some form and buy 
that currency and other currencies. However, sometimes governments have 
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any such private dealings. Moreover, frequent fluctuation in values of a 

particular currency against other countries renders that currency incoa- 
venicnt. Thus authorities have to assure convertibility. However only 
31 of the 107 members of the International Monetary Fund assure 
guarantee convertibility into other foreign currencies at a rate within 1 
percent of their official exchange parity. 


The international financing function has three aspects : 

1 . The currency can be used for new foreign financing 
net lending. ® 


i.e. new 


lending has put the currency into international hands, 
tnis will Itself normally create a pool of foreigu-owned balances in the 
currency. In this second phase, new lending will be possible from the 
proceeds of accounting repayments, either by the initial lenders, or bv 
mtcrmcdiaries who dispose of part of this pool of foreign held balances 
IIUS will involve a faster turnover of existing foreign balances rather than 

size through new leading by the country whose 

as an^xcha^geTSiur^^ 


fAr fk? ninteenth century London developed as the outstanding centre 

Thhi happened becSise L^on 

when thet«d? » ^^^de in sterling! even 

itself. ^ ^ between third countries and did not touch Britain 


Ipnding ffinction h “ ^‘oreign 

offerVhe ne«s“rTL“”JS f that can 

inaarance. shipping, brokerak co,^ing"C®e. ^ 0 .““ 

holders : "h°' "“i'ab'a «> foreign 

possible appreiciation against othfJ^rA^ too desirable in its prospects of 
hold it and not ^ the holders will 

in 1957. A counlri reach« 1 947 and to mark 

It can afford it leasL^ The use of international financing just when 

substantially in 1 965 hist wSL for foreign lending increased 

deficit. Moreover the^ currrnc^^^ payments^wung into 

held officially by foreign * reserve and is 

currency function comol^aL central banks. This reserve 

poses a serious probien? for the counwSXer'ned 
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Foreign Exchange Business 

This exists on a number of different planes : 

1. Irade. First there is the ordinary ! commercial business stem* 
raing from international trade. An American purchaser of Scotch whisky 
puts in an order for sterling against dollars to pay for it. 

2. Physical Investment. On the next plane there is business coming 
to bank from customers to finance special large investment transactions— 
an American oil company needs the equivalent of S 30 million in Dutch 
guilders to put up a new refinery. 

3. Financial Investment. Then there is the business coming to 
banks to finance purely financial transactions. The same oil company 
may see the opportunity of earning a better interest rate on its liquid 
assets by investing them at short-term in London rather than in Newyork. 
This transaction will probably involve a double exchange deal, or ‘Swap’. 

4. Professional dealings. These consist of dealings undertaken by 
banks in the foreign exchange market on their own behalf or on behalf of 
professional speculators. 

THE FORWARD EXCHANGE MARKET 

The forward market for exchange is a segment of the foreign 
exchange market. The transaction of this market are known as forward 
exchange as distinguished from spot exchange. The spot rate refers to 
the rate prevailing at a particular time, the foreign exchange required 
being made available on the spot. The forward exchange rate is the rate 
at which a future contract for foreign currency— to buy or to sell— is made 
on the basis of the spot rates ; the settlement is to be made at the end of 
the specified period. 

Demand and supply determine the forward exchange rates. If demand 
exceeds the supply of a foreign currency, its price goes up and the forei^ 
currency is quoted at a premium. On the other hand, when supply 
exceeds demand for foreign exchange in the foreign exchange market, 
the foreign currency is quoted at a discount. 

Assuming no anticipated movements of foreign exchange rale, the 
future rate will be the same as the spot rate, if rates of interest are the 
same in the two money markets. In case the rates of interest differ m the 
two markets, forward exchange rales will reflect the difference. If the 
forward exchange rates do not reflect the difference between the interest 
rates, interest arbitrage operations would emerge. Arbitrage operations 
refer to buying and selling foreign currency against local currency with the 
idea of getting profits as a result of differences in the rate of exchange m 

the two markets. These operations would lead to the equality of the rate 
of exchange in both markets. 

The forward exchange market provides facilities for hedging antici- 
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pated or actual claims or liabilities. Thus the exchange nsks of the 
. mrticular firm are reduced. It permits banks to cover their commitments 
•who do not carry considerable foreign exchange reserves. 

THE GOLD STANDARD 

“And these metals [gold and silver], which other nations do as 
gricviously 3 nd sorrowfully forego, as in a manner of their own lives, if 
they should altogether at once be taken from the Utopians, no man 

there would think he had lost the worth of one farthing.” 

—Thomas More, Utopia, 1516. 

Q. What is understood by gold standard ? What are Its legal 
:pre<requisites ? 

Describe the adjustment process under the gold standard system ? 
Does it demand any pre-conditions ? Suggest them. 

Ans. The gold standard was the dominant international monetary 
system in the last third of the ninteenth century and the first third of 
the twentieth. Upto the First World War it operated in such a way as to 
achieve a tolerable degree of internal and external balance in the world; 
^fter its restoration in the twenties it worked much less satifactorily. 

The legal Requisites for a gold standard are : The Central banks or 
treasuries of the major trading countries must be willing to buy and sell 
unlimited amounts of gold at fixed prices, which must be practically the 
same for purchases and sales ; moreover free import and export of gold 
bullion or coins must be permitted. As a consequence exchange rates are 
almost precisely fixed by the authorities. 

THE GOLD-STANDARD ADJUSTMENT PROCESS 

Here we shall consider the adjustment process following a shift in 
^te which reduces the demand for the home country’s goods, and 
increases the demand for the goods of other country. Two forces set the 
gold standard adjustment process. These are banking reactions and the 
multiplier induced reactions. 

Outflow of gold arises from a balance of payment’s deficit. It leads 
to automatic contraction in the monetary circulation and to rising interest 
rates ^d restrictive bank lending policies. The country receiving 
the gold inflows exhibits the opposite tendencies. Central Banks of the 
MUiUries concerned are following favourable policies. They raise the 
Jiamc rate when gold is lost and lower it when gold is being gained. 

Kgher inter^t rates attract short-term capital in the gold losing 
wuntry and thereby reverse the tendency to lose gold. Further higher 

reduced bank credit lead to a reduction in stocks held 
by traders wmch m turn lead to a fall in demand for imports. In the 
country with lower interest rates opposite tendencies occur. Rising 
interest rates also tend to cause a reduction in the level of activity in the 
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country losing gold, 
outflows continue. 
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This effect becomes stronger so long the gold 


Level of activity is also affected by the multiplier process. The 

change in the balance of p^ents Itself has a direct effect on the level of 

of Jrade'anH ? ^he country losing gold finds adverse balance 

of trade and declining incomes of its residents. Here the contractionary 

multiplier process occurs. In the other country with gold inflows the 
expansionary process occurs. me 


In general and in the long-run the banking forces and the multiplier 
forces operate together. Both together lead to a change in the level of 
activity. Thus there must be unemployment in the deficit country and a 
reduetjon of unemployment in the other country. 


thp n" ^ctiviiy lead to an alteration in imports. In 

level of activity declines, imports fall while they 
w country. This leads to reduction in the gold flow from 
the dtficit country. Thus the consequent improvement in the balance of 
pavment depends on the of si2e of changes in the level of activity The 
multiplier changes, by themselves, do not restore equilibrium in the balance 
of pav ments except in the limiting case where the marginal propensity to 

zero. On the other hand, declines induced 
t/ ' banking reactions continue for as long as the gold flows continue. 
They lead to an improvement in the balance of payments of the deficit 
country which continues until such time external balance is restored. 


This movement towards restoration of external balance cause a 
serious disturbance in internal balance in both countries. The Internal 
balance is restored through changes of relative price levels in the two 
countries. In the ideal adjustment process, wages and prices tend to 
rail in the country with the long level of activity and rise in the other. 
This leads to change in demand from dearer goods to cheaper goods in 
both countries.'u If the demand elasticities are high enough, total 
expenditure on the goods of the country with the lower level of activity 
rises, the reverse happens in tlie other country. Thus the relative price 
changes lead to some improvement in the level of activity and some 
improvement in the balance of payments in one country. Tliere would 
be some deterioration in the other country in both cases. Precise 
proportions of both would depend upon several assumptions. 


Changing price level leads to changes in the transactions demand 
for many which in turn will influence the interest rates. Thus precise 
situation at any time depends upon the play of several forces through 
lime. However, if the situation reaches equilibrium, it will be at the 
position of internal and external balance. Only at external balance no 
gold flows occur and consequently no forces acting on the internal situation 
emerge. In the case of internal balance prices tend to be constant and 
so do not disturb the external situation. The only possible equilibrium, 
therefore is one where both internal and external balances are restored in. 
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both countries, while either kind of balance is absent, forces are at work to 
move conditions away from the existing situation. 

CONDITIONS FOR FULL ADJUSTMENT 

The following conditions must be satisfied if the equilibrium is to be 
attained and is to be attained smoothly and quickly 

(/) Change in the level of activity is an essential stage in the adjust- 
ment process. 

(i7) Adjustment to equilibrium, if it is possible at all, will eventually 
take place. 

(ill) Adjustment will take place eventually even if there are no 
changes in the monetary situation in either country. 

(iv) Adjustment will not take place if price changes lead to 
exaggerated expectations of further price changes. 

(v) The process of adjustment may fail to reach equilibrium if 
marginal propensities to import in the two countries are vety 
large. In such a situation demand for other country s goods 
is contracted ; interest rates are rising, level of activity rises in 
the home country which means that prices rise in the home 
country losing gold. Equilibrium is impossible. 

(v/) Adjustment may not be possible if the sum of the price elasti- 
cities of demand may be too small. In such a situation more 
money may be spent upon dearer goods and less upon cheaper 
goods. This leads to a deflationary situation in the country 
where prices have fallen. The balance of payments position 
deteriorates still further. Thus the movement is away from 
equilibrium position. 

Q. What criticisms have been directed against International Gold 
Standard ? 

Ans. Criticisms against the International Gold Standard. The 
following criticisms against the International Gold Standard are made : 

(a) Exchange rate stability becomes the dominant goal and domestic 
monetary and fiscal policies have to be persued to maintain this stability. 
This calls for quick and appropriate flexibility in interest and wage rates, 
commodites' price level, relative prices and in book values of assets and 
liabilities. The money and quasi money stock has also to be flexible. 
The International Gold Standard makes the Central Bank and monetary 
authorities all powerful and consequently leads to the subordination of 
fiscal policies to monetary policies. 

A persuit of external value stability signifies the acceptance 

bU^M ° unemployment and overful employment possi- 
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r' Domestic price levels in diffierent countries under the International 
Gold Standard would be seriously affected. The autonomous gold suddIv 
accruing to the Central Bankers and variations in private hoarding and in 
gold outputs would affect the price levels. Consequently either world 
wide mdation or deflation may occur depending upon the relation between 
grovvib of gold supplies and world production. 

(^/) pcmestic authorities would be powerless and surrender the 
power to International Gold Standard to introduce measures of forced 
savings through monetary means. 

(e) Huge resources are wasted in gold -mining and in gold stocking. 

(/) The International Gold Standard poses a challenge before the 
co-operati\e spirit of nations to evolve a better and positively more 
economic arrangement for international fiade. Speedier steps should be 
taken to the realization of a managed international currency. 

Among the criticisms^ the first two arc serious and sharpen the 
conflict between the International Gold Standard and domestic policies. 
Domestic fiscal and monetary policies may have to be reveised under the 
dictates of balance of payments position. In general, the prospects of 
deflationist bias arc greater in domestic policies as supplies of gold are 
relatively inelast c. Under the International Gold Standard each 
country has to keep in step with the other. The consequences of falling 
out are rather dangerous. Countries, with small involvement in trade or 
of small size are faced with such dangers. 

Q. Can you identify the countries representative of Keynesian and 
classical approach ? Briefly describe their differences. 

Ans. We can work out a two sectoi or a two area model of 
the world monetary s\ stem since the fifties. The United States and the 
United Kingdoms fall under the Keynesian group of countries- (The 
United Kingdom will have to change its policies since she has decided to 
join the European Common Market). The Western European Countres 
may be termed as belonging to the classical group of countries. Keynes 
criticised the International Gold Standard, because it made the domestic 
goal of achieving full-employment subservient to the goal of exchange 
rate of stability. Domestic monetary and fiscal policies were unduly 
influenced by external events. The required interest rate adjustment to 
suit the requirement of domestic exchange stability may upset the flow of 
investment. Besides a gradual rise in prices becomes associated with the 
growth towards full employment objectives. The balance of payments goal 
must be subservient to attain the domestic goal of full employment. The 
deficit in the balance of payments are corrected by BIS. loans, currency 
swaps, Roosa Bonds and Fund Leans. If these arrangements do not 
succeed, the resort is made to exchange control. The Keynesian group of 
countries would prefer to reform the International Monetary Fund in such 
a manner so that automatic expansion in the claims of these countries 
emerges. Such expansion enables these countries to finance the deficit to 
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the balance of payments without much monetary and fiscal discipline at 

home. 

The classical group of countries favours a gold-based international 
monetary system. Exchange rate stability becomes the dominant go^‘- 
Necessaiy modifications in domestic monetary and fiscal policies are made. 
Much emphasis is placed upon savings and productivity as the foundations 
of growth. With comfortable reserves, they would not hesitate to spend 
since most of the countries belonging to this group arc small, th^^nnot 
introduce any major political goals in their economic decisions. They are 
guided more by economic criteria. 

The differences between the Keynesian and classical group of countries, 
at the deeper level would be following* While the Keynesian group of 
countries are afraid of uoemploymenl and depressing tendencies be^use^ of 
the fear of deflation ; the classical group of countries are afraid of inflation 
and expansion because of inflation. They would like the international 
system to have a solid basis in real purchasing power, but the Keynesian 
group would like to dispense with gold if possible. 

THE PURCHASING POWER PARITY THEORY 

Q. Explain the purchasing power parity theory. Is it better guide 
to the fixation of rate of exchange than the gold standard ? 

Examine critically the purchasing power parity theory of foreign 
exchange. How does it differ from the classical theory of foreign exchange ? 

Discuss the limitations of the purchasing power parity doctrine. 

Ans. This theory claims that the foreign-exchange rate is determined 
by the ratio between the real purchasing power of the two currencies ; the 
price levels in the two countries would thus be the independent variables, 
the exchange rates the dependent variables of the relationship. In simpler 
words, the purchasing power of one currency will be equal to that of 
another currency at the rale of exchange which will reflect the equality or 
parity of the purchasing powers of the two currencies. The purchasing 
power of a wuntry depends upon the price level of the country. If the 
price level rises, the purchasing power falls. If the price level falls, the 
purchasing power increases. If the purchasing power of a country falls, its 
rate of exchange would fall. If it increases, its rate of exchange rises. In 
this way the rate of exchange moves in the same direction with the pur- 
chasing power which moves inversely with the price levels in the countries 
concerned. In this way, the movements in the price levels brought about 
changes in the external purchasing power of currencies or the rate of 
exchange. 

How originated : 

During the First World War trade had been interrupted, monetary 
conditions had followed different ways and the problem was to choose a 
new exchange rate which would balance the accounts. The Swedish eco- 
nomist, G^tav Cassel, suggested the purchasing power parity as the appro- 
priate level at which to set the exchange rate. This was calculated by 
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measuring relative departures of price levels from same base period wheo 
the balance of payments had been in satisfactory adjustment. Two coun- 
tries, A and B, whose payments were in reasonable adjustment in period 
0, should choose an exchange rate (R) which reflected the changes in 
their prices between period 0 and a later period 1 : 


Ri i R{i— 
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P6l 



Ri : Ro — 


Par 

P<io 
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P^o 


If prices (P) in A doubled relative to prices in B, from period 0 to 
period 1, the exchange rate (R) should fall to half (or the price of foreign 
exchange expressed in local currency should double). This is the relative 
version of the purchasing power parity doctrine. Another and absolute 
doctrine rests on the assumption that goods prices should be equalized by 
trade everywhere in the world, where goods cost more in A than in B, 
when A*s prices are convened into B's currency at the existing exchange 
rate, A’s currency is overvalued by the percentage of the higher cost. 

The absolute version of the purchasing power parity cannot, of course, 
depend on the equalization of goods prices by trade. Transport 
costs prevent such an equalisation of goods prices. Houthakkar 
however defended the absolute version in the following way. Trade 
brings about something approaching factor price equalisation. With 
factor price equalization and identical production functions for non-traded 
goods, non-traded good prices will be the same in countries joined by 
trade, deposite the impossibility of joining such markets through goods 
movement. 


The purchasing power parity doctrine assumes that the balance of 
payments was in equilibrium in the base period, and further that there 
have not been “slructurar* changes in the factors underlying this equili- 
biium. i.c., changes in technology, resources and tastes, including this 
propensity to save. Reduced propensity to save leading to a change in 
capital movement would distort the purchasing power parity. If the 
country has surplus savings and invests them abroad in period 0. but 
consumes at higher and save at a lower rate in period 1 so that capital 
exports decline, domestic prices can be higher in period I relative to 
period 0. since there is no need to transfer capital abroad. In an 
example furrished by Samuclson, with constant costs, and three commo- 
dities, where previously country A exported comimodity X, and imported 
commodities Y and Z. a change in tastes now requires A to export X and 
Y and import Z. No change In costs or prices takes place, but the 
exchange rate must alter to shift good Y from imports to exports. 

The choice of what price index to use in calculating purchasing powder 
parities has been a tickling one. If one takes the prices of internationally 
traded goods for which transport costs are unimportant, the law of one 
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price makes the doctrine a tautology. Such goods are traded in a single 
market, and in a single market there can be but one price. Consumer 
price indices contain non-lraded goods. They therefore get away from 
the tautological content of the doctrine. 

But consumer price indices contain a lot of personal services which 
are not only traded, but the prices of which diverge with economic growth. 
The reason is a complex one. With improved cflBciency, wages in 
efficient industries rise. Wages can rise and good prices remain un- 
changed in these industries because of technological improvement. But 
wages have to rise as well in the industries with Tittle or no technological 
change, in order for them to retain their labour. With constant efficiency 
and rising wages, these prices have to rise. To the extent that personal 
services— in barber shops, the lawyer, the doctor’s services, teaching etc.— 
rise in price, they affect the consumer price index without impunging on. 
the balance of payments. In a world of one-sided technological progress, 
absolute and relative departures from purchasing power parity cannot be 
measured by the cost of living. 

The point can be made more generally. There are differences in the 
purchasing power parity, and in tbe implicit exchange rate, for different 
type of goods. Exchange rate of the more productive countries tend to be 
increasingly overvalued as one moves from commodities to services. It is 
thoroughly misleading to compare real incomes per capita between 
countries by converting money incomes at going rates of exchange. 

Finally, it should be added that the purchasing power parity doctrine 
apphw best only to current account transactions, while exchange markets 

areinfluenced by many types of capital flows as well. Switzerland tradi- 
ditionally has a current account deficit, indicating that its prices of goods 
and service may be comparatively high. Yet Switzerland's currency is 

exchange market owing to the large inflows of 
Sr elsewhere, it is often a candidate for 

iXr upwards. The purchasing power parity doctrine is designed 

trad*er a country which is both a 


assertion of the theory that changes in 
Th^ ^change rates. It may happen otherwise, 

matf lirf ®“^3Dge rate may occur due lo other reasons and they 

na^Ml ‘P countries. In this way 

exchange rates. ’ follow rather than precede the movements of 


deviate wideW from iotervention causes exchange rate to 

embargoes Power parity through high tariffs, import 

xuD^ f government tries to limit the number of 

hS ffiis ma keuh^ “f^he rupee 

this way deiiaSf in unrestricted. In 

power parity occur. ^change rates from those based on purchasing 
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FLEXIBLE RATES Vs FIXED RATES 

‘‘No matter what problems a country may have, their manifestation 
as a balance of payments problem is always a consequence of government 

OJ ICY • 

—Harry G. Johnson 

Q* Why do governments hold international monetary reserves ? 
What determines the size of these reserves ? 

Discuss the merits and demerits of flexible rates and fixed rates as 
adjustment measures to correct the imbalance in the balance of^yments. 

Ans. Imbalances occur persistently and need for adjustment 
mechanism to correct these arises. The adjustment can be arrived at 
either of two measures : (I) exchange rate variations ; and (2) monetary 
contractions in deficit and/or monetary expansion in surplus countries. 

The monetary contractions or expansion are applicable under the 
gold standard rules with fixed rates. Here the immediate impact of a 
balance of payments deficit is a decTTne in reserves, and of a balance of 
payments surplus, a rise in reserves. It is the changes in the level of 
reserves that lead to domestic monetary and fiscal adjustments. In the 
fixed*rate system the adjustment is immediately imposed in order to 
replenish reserves o r to dispose off the overplus in reserves. 

The chief criticism against the fixed-rate system is that the announce- 
ment and shock effects of variations in reserves are less significant than 
the same effect in the wake of a variation in the exchange rate. (2) In a 
reserve based system, the accumulation of reserves becomes the dominant 
goal itself These criticims are not effective. Because variations in gold 
reserves do lead to change in domestic policies and may continue in the 
Flex system itself. 

The advantages are: (I) The rate adjustment has to be big and 
will be undertaken after full discussion. Efforts will be made to reverse 
the drift of fiscal and monetary policies. The tendency will be to avoid 
such rate changes. ( 2 ) The Businessmen wish to avoid the change in 
accounting and consequent changes and the rigidity of institutional 
practises make them prefer the fixed rate system. (3) It is doubtful that 
the market will be able to gauge the strength of currencies. Its basis 
will be the movement of reserves. This will lead to the subservience of 
domestic policies to international markets. The chances of polities 
getting mixed up with economies are greater. Different countries with 
different economic strength and different public sector pose serious 
problems. 

Most economists hold that the best solution to international monetary 
problems is the adoption of a system of flexible exchange rates. Given 
the conditions of competition implying perfect knowledge and perfect 
mobility, the relative exchange rates would be proportional to the real 
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ourchasing power equivalents of different countries. Exchange rates 
should be free to vary according to changes in demand and cost conditions. 

The flexible exchange system of a country may go on depreciating its 
exchange rate continuously because in other countries the employment 
goal may not be dominant. If other countries react m a similar way 
by depriciating their currencies, no advantages may accrue to the 
country concerned. The argument is conducted in micro terms. Any 
effort on the part of one to follow expansive monetary and fiscal policies 
for achieveing full employment is immediately accompanied by the 
market indicator of sliding parity. This is brought about by speculators. 
With a solid parity, import goods will be expensive and export goods will 
become cheaper. As such immediate rectification of the deficit will follow. 
This, of course, presupposes ability and willingness to shift factors. Demand 
schedules arc supposed to be elastic* If the cost-push effect of the r^tc 
changes can be ignored, a single country may enable itself through 
forced saving to recoup equilibrium in its balance of payments. If the 
cost-push effect is there and leads to a rise in prices, a further sliding of 
the rate will be necessary. At some stage the country might think in 
terms of drastic-structural adjustment. 

The flexible exchange system permits the possibility of introducing slruc* 
tural adjustments earlier than under the fixed-rate system. Quick adjust- 
ments will be possible In response to changes in productivity rates if the 
dominant goal is not the persuit of full employment. 

The flexible exchange system gives great importance to the market 
mechanism. Each country should possess a well developed market for 
forei gn exchange. Information should be available quickly and immedi- 
ately dispatched, there must he near price flexibility within each country. 
No currency should enjoy special position. Exchange markets must be free 
and operators must be numerous. There must be perfect scope for 
demand adjustments to occur within each country. Rate adjustments 
should be reflected in levels of prices and costs. 

Under the flexible exchange system given certain internal and 
international conditions, the need for any internationally acceptable 
liquid assets may be greatly minimized, ^ch country would be willing 
to settle the claims of other countries at the prevailing parities by 
exchanging her own currency for those of others. Any single country 
may resort to inflation as a source of supply of exchange, but such 
possibility is greatly limited. Inflation, would affect exports adversely ; 
would reduce capital inflows and encourage outflows ; even labour may 
move out. Demand for increased wages, salaries and servicing payment 
would receive strength. Continuous inflation would invite speculation 
against that country’s currency. The upshot of all this is that country 
must settle its exchange claims through budgetary surpluses or voluntary 
savings in the domestic sphere. 

“Given the best possible domestic and external environment, the 
flexible exchange system works under the two rules given on next page. 



94 




it L "’n has a balance of payments surplus. 

It must (a) nrur a budgetary deficit through tax-relief and'or 

tKbl'ic thu. voluntary borrowings frU 

ra^ m h« ^ allowing interest rates to drift down and cause the savings 

^‘scourage inflow of shoil-term and 
if ^ r ? ’ t interest differentials, encourage outflows 

nl.r^h v reduce borrowings from international markets and 
Af ^’ P^‘‘^''=ularly now that the exchange rate is in its favour. 

'fM • nntry s deficit must imply a deficit in another country or 
countries and vice-versa, the equilibrating adjustments will be strengthened 
by the opposite policies persued in another country or countries. 


I * that flexible exchange systems lead to production shifts 

,r.fnii of equilibrium. Assuming a classification 

al goods and services in the domestic economy on the basis of the 

‘r /f'cjr production, a fall in the parity implies 
that the relative prices of the goods and services with an import-component 

in the economy would go up and the relative prices 
oi the goods and services with an import component lower than the 
average in the economy would go down. Secondly, production methods 
m whose co-efiicients the import compionent is higher than the average 

relatively costlier in relation to those methods in whose 
^•eincfents the import component is lower than the average. Thus, on 
both the counts, the substitution effect will work against the high import- 
component goods when the parity is reduced, in the same manner, the 
use of domestic resources in exports would be encouraged as against their 
use for domestic consumption.” 


“The basic postulate underlying the neo-classical view on flexible 
rates is that consumption-mixes and production methods exist in nature 
(or in existing technology’) in such an order that, when the exchange rates 
go down or up, llie goods whose consumption is reduced or raised and 
the methods of production which are under use, or are discarded, are 
such that the direct and indirect import components in the goods and 
mciliods arc lower or higher. Again the same result must hold with 
greater force as the extent of exchange rale change is larger. 

The existence of order in nature or in technology, or consumption 
preferences cannot be justified in pure theory. For some reduction, 
import intensity of the economy may be, for some further reduction, the 
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intensity may be lowered ; for a still further reduction, the intensity may 
again be raised. A devaluation may even arise in import intensity and 
an appreciation may even imply a fall in import intensity. Results may be 
different for large changes in rates than for small changes. 

The special status for flexible rates ^once over or continuous) derives 
from the postulate of a downward sloping demand schedule for production 
inputs. Even if we assume variable co-efl&cients, a downward sloping 
demand schedule does not necessarily follow. 

INTERNATIONAL RESERVES 

The amount and kind of international monetary reserves that 
countries hold and want to hold have varied greatly in different periods, 
and have also varied very considerably within each period amcng 
different countries. The size of international reserves depends upon the 
following motivations : 

1. Its desire for a cushion against future deficits, which are likely to 
be the larger the more it tries to govern its economic and monetary policy 
in accordance with particular domestic aims even when these pull against 
international influences. 

2. The likely ‘conversion’ claims on its ultimate reserves, either 
from its own citizens or from overseas holders of its monetary claims. The 
ultimate reserves consist of gold and foreign exchange. 

3. The possibility of supplementary reserves at times of payment 
pressures by access to credit in sufficient volume ; either through ordinary 
commercial markets or through official borrowing from other governments, 
central banks or other institutions. 

4. Its readiness to impose direct controls to feud off oavment 

pressures. ^ ^ 


Countries do want larger cushions ; they disavow protective restrictions 
and controls ; they aim at maximum stability of exchange rates. Histori- 

ca y gold has served as the ultimate internal banking reserve against Daoer 
currency which has been convertible into gold. Externally gold has cca^d 
to sem as a medium In settling private transactions between nations. It 

has bwn used more spanngly for settling net balances between countries. 

nH ^ longer freely circulated. It was no longer convertible into 

Sde. movements were deliberately checked across the 

th^i ^ ^ authorities and especially 

ounce since 1934 had stabilized the gold price aJi 

cSci ^ ^ Secondary link between other 

currencies and gold m the IMF system set up after the Second World War. 

formfa'stnnnSjf f- international reserves. It 
as thfs iiU portion of inlerriational settlements. But gold served 

such as c S ” mto which other forms of international money 

uch as claims on sterling, m dollars or on the International Monetary 
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Fund are ultimately convertible. This carries its own dangers. It involves 
the building up of a fractional system of international credit with gold- 
convertible claims resting as a much smaller base of gold itself. If the 
credit goes on expanding, and the fractional gold base becomes smaller 
and smaller, then the result would be an ultimate collapse of the system 
because every body would like to convert its claims into gold. Because 
of the absence of the facility of a lender of last resort by the Central Bank 
at the international bank makes the threat serious. 

If gold’s role is to be reduced, then some kind of International 
Banking facility to stand behind the Central Banks in much the same way 
as the Central Banks earlier stood behind commercial banks. We have 
made progress in this direction. The situation is not satisfactory because 
the control remains in the national units. What is required is not the 
end of the old facility of conversion into gold, but to improve the status 
of certain token claims between Central Banks. 




Suggested Readings 
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*‘One of the most striking lessons of international currency experience 
since the First World War is that countries which have $acri6ced basic 
national objectives in order to maintain overvalued parities have suffered 
major economic losses and in the end have failed to maintain the parities.’' 

— Brookings Report on U.S. Balance of Payments, 1963 
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EXCHANGE CONTROLS 


Q. Describe the circumstances which make it essential for exchange 
controls to be adopted. Or 

Discuss the ^ difficalt methods of exchange controls. Distinguish 
between Intervention and Restriction as methods of exchange control. 

Or 

contrSs ? International Monetary Fund view the different exchange 

™ntro! is part of the modem armoury of defences 
of payments from the full-rigors of the free 
“arkets, while its use can and often does point to a deficient and 

policy, it is a Icgitmate instrument of 
insulation. Thus exchange control refers to Government’s regulation of 
exchange rates and restrktion of conversion of the local curren!? aga"m 

mechanism of the free exchange market may 

the view-point of Government 


(«> 


(«i) 


(iv) 


When a heavy run on the country’s foreign reserves occu 
tecause of adverse balance of payments or outflow of capita 
occurs in the expectation of a depreciation. ^ 

When the purpose is to increase the level of ernnlovment 

rredS"4poS’. be use 

When the purpose is to secure an adequate amount of for^io 

S “S" anS. ‘yP® of siLtio 
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(v) Exchange controls may be adopted to freeze the assets of 
foreign nationals so that they might not be able to use them to 
help their own countries. 

(,w) Exchange controls may be adopted by a country to overvalue or 
undervalue its exchange rate or to avoid fluctuation in the 
exchange rates. A country may fix higher exchange rate and 
maintain it at that level, if it has to import foreign goods cheaply 
or if it has to make payments to others in foreign currency. 
Under-valuation of currency is undertaken if the purpose is to 
expon mote and to curtail its imports. Exchange control may 
be used to avoid fluctuations in the exchange rates due to 
speculative forces or erratic movements of short-term capital. 

Lastly exchange control is a necessity in the planned economy. 
Foreign exchange control is one of the vital control mechanisms in the 
hands of the Government to secure necessary modification in economic 
scene in the country. 

Methods of Exchange Control 

Paul Einzic in his book “E.xchangc Control*’ has indicated 41 difler- 
ent methods of e.xchange control. Broadly these may be classified into 
two eroups-direct and indirect methods. The direct methods consist 
mainfv of intervention, restriction and exchange clearing agreements. 
Jndircct methods of e.xchange control consist ot quantitative restrictions 
on inlernatianal trade like tariffs and quotas and interest rate changes to 
influence the rate of exchange. 


Intervention 

Usuallv the Cential Bank on behalf of the government ewreises 
control <n'cr and regulates the foreign exchange market. For eficctive 
control this hold of Central Bank on foreign exchange market must be 
clTcciive and complete. Central Bank should be the only ®f forei^ 

exchange and all bu\ipg and selling of foreign exchange should 
mken b> a sincle authority. Only then the Central Bank can adjust he 
demand^nd supplies of foreign exchange according to the needs of the 
country. 

Pegging opemtions. Government intervention iri the foreign c^jige 

Rireign currency in ihe foreign exchange market. An examp 
illustrate it. 

The Government of India fixed the 
14 cents a dollar in 1967. In of ’the rupee in terms 

might fluctuate depending upon PJ vvas far greater than 

of dollars. Suppose the foreign demand for rupee was lar g 
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Indian demand for the dollars ; the exchange rate of the rupee would go 
up— say to 20 cents. If the Government of India was interested in pegging 
or fixing the exchange rate at 14 cents it would offer to sell rupees to any 
one at the official rate of 14 cents for a rupee. So long as the Govern- 
ment was prepared to sell rupees at 14 cents, the market race of exchange 
could nor go beyond this. Similarly if the foreign demand for the rupee 
was less and the Indian demand for dollars was more, the rate of exchange 
would go against India— say 12 cents per rupee. To prevent this fluc- 
tuation and to peg up the exchange rate to the original chosen rate of 14 
cents, tne Indian government should be prepared to sell foreign currency 
against the rup.e at the fixed exchange rate. So long as the government 

waspreparedtodoso, the market rate of exchange would not fall below 
the official exchange rale. 

Thus, buying and selling of foreign currency against the local 
currency with the definite objective of maintaining an ^exchan^e rate— 

'■ O'- uader-valued is known as "peggina 

operation If pegging operations are carried on by the Government 
Its agent, Ceiiral Bank, to maintain the e.xchange rate at a higher level 
hey are known as ‘-pegging up" operations. If they are donV to keen 

c~z 

short of the required sellinror hiivinann A'?^ case the reserves fall 

maintained by pegging operations ^ rate cannot be 

maybercsort.d fe ® *^ measures like restriction 

in England.'Fran’^’rand ffic’u established 

mg the rate of exchange cf /heir l.c^^ purpose of maintain- 

Experience of these Stabilisation ^ fixed level, 

would depend upon the amount of foreign exchin-'^res^ thaiiheir success 
(local currency could be easily in'reaseXv possessed 

these were quite sufficient / vaf d^ ? 

market forces of demand and suLiv w.r a currency when 

Uie exchange rate. Government ?ntervenHon^*^n"® towards a lowering of 

down operation— is geoeralltf fl tip and peggim* 
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restricts the Kp;^y of cwreLlT Government 

may be of thre^"^ The fi" st meZ5 market. 

/Kv luc nrsl method consists of centralizing 
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trading in foreign exchange in one central authority, normally the 
Central Bank of the country. The second consists of preventing the 
exchange of national currency against foreign currency without the per- 
mission of the government. The third method is to make all foreign ^ 
exchange transaction through the agency of the government. 

Exchange restrictions were first introduced in Germany in 1931. Non- 
compliance carried the death penalty. Other countries also followed 
German example. 


Exchange restrictions may lead to the rise of blocked accounts. All 
those who have to make payments to any foreign count !7 will 
have to make the payment not to the foreign creditor directly 
but to the central bank of the country which will keep the 

amount in the name of the foreign creditor. The amount will not be 
available to the foreigner in his own currency but can be used by him for 
purchases in the country practising exchange restrictions. This system is ^ 
known as “blocked account”. It is so called because the amount credited j 
to that account caimot be converted into the creditor-country currency. It 
can lead to two types of reaction. Firstly, the foreigners whose accounts 
are blocked may refuse to export again to the country concerned. This 
type of reaction leads to less and less trade. Secondly, foreigners wlh 
blocked account will use all means, i.e , resort to selling at lower rates, to , 
convert it into their own currency. This situation leads to black marketing. I 


The system of multiple exchange rates is a form of exchange restric- 
tion. It implies fixing dififerenl exchange rates for imports and exports and 
different rates for different types of cominodites. The objective generally 
is to secure as good a price as possible for exports and reduce imports to 
the minimum. The advantage apparently lies in the enhanced power of 
the government to increase or reduce imports of any commodity by ^ 
simply fixing a particular exchange rate for that commodity only. j 

this can also be Interpreted as putting excessive power in the hands ot 
government. That is why the International Monetary Fund has 
specifically advised its members to give up this practice. 


Exchange control was first introduced in Britain in 1931, when the 
gold parity was abandoned and the government feared a disastrous 
collapse of the pound. The treasury issued a statutory order prohibiting 
the purchase of foreign exchange except for normal trading, existing 
contracts and reasonable travelling ; but no control organization was « 
up. The order was revoked in 1932. In 1939. the legal position of the 
banks vis-a-vis their customers was protected by legislation under whicn 
authorized banks (which became the only organization permitted to dwi 
in foreign exchange) acted as agents of the treasury ; control was thereoy 
decentralised. Germany employed thirty thousand people h 

eight volumes of regulations. Here control wp ^ -tt-f h/d 

She made the official banks redundant. On the other hand. Britain had 

to face many unnecessary loopholes. 
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Exchange Clearing Agreemeats 

Exchange clearing is a method of exchange control which was practised 
* during the depression of I930’s. Under it, two countries engaged in 
trade pay to their respective central banks the amounts payable to 
their respective foreign creditors. The central bank then uses the 
money in offsetting the corresponding claims after fixing the value of the 
currencies by common agreement- Assuming India having an exchange 
clearing Agreement with U.S. A., the Reserve Bank of India will open an 
account in the name of the Federal Reserve Bank of America. Al 1 
Indian importers who have imported goods from America will pay in 
rupees to the Reserve Bank of India which will be credited to the account 
of the Federal Reserve Bank. At the same time all Indian exporters of 
goods to US A. will receive payments from the Reserve Bank of India 
out of the account in the name of the Federal Reserve Bank. In the 
same manner the Federal Reserve Bank of America will provide similar 
services to American importers and exporters. All that happens is a 
notification by one central bank to another that a certain payment has 
been made or received. This system is essentially one of ofifsetting each 
others payments and the basic assumption is that the countries entering 

into such an agreement will see that imports and exports are more or less 

equal and that there is no necessity for either making payments to or 
receiving payments from the other country. 

ran TJj® ^'^vantage of these agreements is that import and export 

^ unduly worried about the problem of 

thmnfh <vf foreign exchange. Secondly, transactions ‘do not pass 
nf exchange market and even a country without any reswve 

TheSe be able to import goods ftom foreign countries, 

Thfre 1? d'fadvantages flowing from these agreemeats. 

nation exploitation by a stronger nation of the weaker 

‘ of this system. Germany imported 

foreln coudSm^ countries for which it could not pay in the currents of 

<Sn CentrAf the German currency at the 

Fnr^^fon Bank which blocked its conversion to foreign currency 

Sf with Germany Md buy whatever goods Germany was able 

<iisadvLtage Sn thL fi^ th^^^^ blocked accounts. The second 

attheexoe^nse of ^ bilateral trade 

channels^ Fhiafiv ‘ normally diverts to abnormal 

«iineis. Fmally, these agreements reduce the volume of trade. 

<l“o^as and other 

wtrictions volume of international trade. Import 

v&f .oV'SmrSe^f 
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The post-war payments code adopted by the members of the Inter- 
national Monetary Fund rules out the use of exchange controls for this 
kind of horse trading, by banning the use of exchange restrictions for nor- 
mal trade and current payments Under the I.M.F’s Article VIII countries 
are obliged to allow free transfer and conversion of any holdings of their 
currency acquired by non-residents through the process of current trade. 
In addition, payments by domestic residents are to be allowed freely for 
imports or other current services. 


Countries with large financial business may be hesitant to make the 
choice between control and devaluation since both are damaging. For 
countries whose currencies are not widely held internationally exchange 
control is a less tricky expedient. It involves neither the potentially 
damaging side effects nor the same possibilities of avoidance and e’.asion. 
But the efficacy of the exchange control will depend on the degree of 
det'. rmination of the controlled in getting through the net. The government 
which can appeal to patriotism, can succeed in imposing exchange 
controls effectively. Similarly a government which cannot appeal to 
patriotism, may find controls also less effective. The constraint will be 
strongest with a fixed exchange rate, above all with an overvalued rate. 
A flexible exchange rate gives some cushioning, and may be attractive for 
this reason. But in the face of major political or tax motivated or 
interest motivated capital outflows, a government intending to keep to its 
independent course may have to be prepared to countenance a very large 
exchange depreciation — which may carry the risk of spiralling out of 
control. The limitations of exchange control itself in protecting a weak 
currency are growing year by year, as the possibility of evasion grows with 
the enormous increase in personal and business travel, and with the sheer 
extent of public understanding of how these things can be done.* 

EXCHANGE RATE CHANGES AND THE BALANCE OF TRADE 


Q. Explain the process by which changes in exchange rate influence 
the balance of trade. 


Or 

Discuss the immediate and induced effects of exchange rate changes 
upon the balance of trade. 


Ans. Exchange rales alter due to several reasons. We assume such 
an alteration occurs in exchange rates. We further assume that prices within 
each country of all goods produced there remain unchanged. If foreign 
currency comes to cost more to home residents, then the home currency 
price of foreign goods rises, although the dollar price is uncliang^-d. 
Similarly such a change makes home goods cheaper to foreigners. 


The immediate effects of exchange rate changes : 

A change in the price of a commodity affects its demand. Increased 
price leads to reduced demand and decreased price leads to an increase in 


1. Fred Hirsch, Money International (Pelican Book Ltd. Hamnondsworili, 1969, 
pp. 270-71). 
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demand. The relationship between changes in prices and changes in 
demand is measured by the elasticity of demand. It measures the ratio 
between a small per centage change in price and the associated per centage 
change in demand. A large elasticity means that a small price change 
leads to a big change in demand; a zero elasticity means that a small price 
change leads to no change in demand. When the elasticity of demand is 
equal to one the amount of money spent on purchasing the commodity is 
the .same both before and after a price change, because the rise in the 
quantity purchased just counter balances the fall in price per unit. 

The effect of an exchange rate change on the demand in each country 
lor the other’s goods and so on the balance of trade between the two 

countries can be summarized in terms of elasticities which represent the 
epct on the demand for the other country’s goods of a small change in 

their price in terms of one's own currency (when everything else 
including a other prices, remains unchanged). Each is a weichted 

^ individual demand elasticities for all goods imported 
by one of the countries (including goods that start to be imported when 

the proximate cffects^f the price 

S “ demand, and not with any indirect effects through such things 

fn demaSr^^'” activity which may arise from the changes 

3. If the sum .s unity, the trade balance remains unchanged 

f angeTn^t' Sn«‘=«o‘"di!’cc!i7™arb^„“a''"f™“'" 

1 per cent is ^ orK?ng from u depreciation bv 

V 

+ — I) 

goods). This^ruie. howevel? appILTon^; fo'^t^^^L^aU ^EL"n‘‘gel 

depre^iS^tatoZaeparlfl'fO ThaTolSL™"/ ' P" 

f« per cent (For exam&e if Uv c of imports are affected by 

I percent devaluation ?cads to a /"r ‘ 

imports demanded). (2) Volume of quantity 

of a 1 per cent devaluation. (T) Price per cent in the ci 
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cent depreciation means a 1 per cent fall in the price of exports, and 
therefore, a counter balancing 1 per cent decline in foreign currency 
receipts. Here then are the three elements ; rises in the net foreign 
currency receipts after a 1 per cent devalution of (Cn+^Z ) per cent, and 
a counter balancing fall of 1 per cent because of the fall in the price of 
exports as expressed in terms of foregIn currency. 

Two complications should be taken account of. We assumed that 
trade is Initially balanced. This does not happen usually. Depreciation 
generally occurs when the initial position is one of disequilibrium. In 
this case the simple rule no longer applies for two reasons. The critical 
sum of elasticities will be between zero to two, it will not be unity. More- 
over their sum is no longer the same for the change in the balance of 
trade measured in home currency and in foregin currency. 

Secon ly. the change in exchange rates alters the relaliocship bet- 
ween export prices and import prices in each country. This change is 
known as a change in the terms of trade ; an improvement of the terms 
of trade occurs wiien the terms upon which imports can be obtained m 
return for exports improve ; that is when import prices fall relatively to 
export prices. The terms of trade always n ovc against the depreciating 
country by the same percentage as the exchange depreciation ; exports are 
unchanged in price in terms of home currency and imports rise by 
1 per cent for each I per cent of exchange depreciation. In the depreci- 
ating country where import prices rise, real income is lower if output is 
unchanged. Correspondingly there is a rise in real income implicit ‘O/"® 
fall in the import prices in the other country. This affects expenditure 
plans and tiivrcby affects the critical value of the elasticities. 


The Induced effects of Exchange Rate Changes. 

We assume that tiade was initially balanced and that the terms of 
trade have no effect on total expenditure from a given money income. 


If the sum of the import demand elasticities in the 
greater than unity, the switch effect tends to cause a balance of ^ 
surolus in the depreciating country and a balance of trade deficit m th 
other country. This leads to an expansion of activity in the depreciating 
country and a contraction in the other. 

If the sum of import elasticities equals unity, then the balana of 

trade remains unchanged in each country. In the saving 

of exports and the value of imports rise by an equal amount. Since g 

inv" WeTfn “ “fnount ojho 

expansion and nor a multiplier contraction is induced. 
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tends to cause contraction in its level of activity. Similarly the switch 
effect in these conditions tends to cause internal expansion in the appre- 
cialing country. 

In the final equilibrium, the country with the proximate improve- 
ment in its balance of trade finds it still has an improved trade balance ; 
but the improvement is less than proximately, because its level of activity 
is higher. Similarly the other country finds itself with a worsened trade 
balance (though less than proximately) and a lower level of activity. 

There occurs a change in the character of output in each country as 
an induced effect of exchange rate change. In each case the change in 
imports probably affects certain industries particularly sharply— these can 
be called import competing industries. Thus an exchange rate does lead 
to disturbances and adjustments even if the total level of activity is 
. unaltered, as some industries may be expanding and others may be con- 
t-i tracting. Secondly, the income redistribution which is involved, with 
producers of export and import competing goods becoming better off in 
the depreciating country and worse off in the appreciating country, rela- 
tively to producers of other goods) may affect savings and investment 
plans and so in turn may induce changes in the general level of activity. 

Liroltatioos of the Elasticity Analysis. 

Two limitations should be kept in mind : (1) The analysis is valid only 
when exchange rate changes are very small. (2) Size of the demand 
elasticities cannot be precisely estimated. There arc two reasons for it. 
Firstly, considerable statistical problems are involved. Secondly, elasticities 
tend to be bigger in the long run than in the short because there is time 
tor producers and consumers to adjust to new relative prices. 

Despite these difficulties, reasonable guess can be made about the 
V ma^itude of demand elasticities and consequent changes resulting from an 
cxchanp rate change can be analysed provided there are no changes in 
internal price levels in either country. 


1. A. C. Day 

2. S. C, Nandwani 

3. Fred Hirsch 
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EXCHANGE DEPRECIATION 


Q. Examine exchange depreciation as an instrument to correct an 
adverse balance of payments. 

Ans. If a country is cn free exchange rates, exchange depreciation 
IS used as an insirurnent to correct an adverse balance of payments. 
Exchange depreciation signifies a decline in the rate of exchange of 
one cui rency in terms of another. Assuming that the rupee exchanges 
for 14 American cents. India suffers an adverse balance of payments 
with regard to the United States. Then Indian demand for American 
currency rises. Consequently Indian rupee depreciates in value and 
American dollar appreciates in value, the rate of exchange may become 
10 cents per rupee. 

The first consequence of such a situation is that American goods 
become expensive and a decline in Indian demand for American goods is 
hkcly. Similarly Indian tourists will spend less in the United States. A 
similar reduciion occurs in certain other items. However, depreciation of 
rupee stimulates exports from India because (1) Indian currency being 
che^'p, Indian goods arc also cheap for Americans and more are bought 
by Americans , (2) Indian exporters become interested in increasing 
exports because each dollar earned abroad gets a larger amount of rupee 
than before. 

The result is that imports are check'’d and exports are stimulated. , 
A favourable balance emerges to correct the earlier deficit in the balance 
of payments. Exchange depreciation is automatic and corrects a mild 
adverse balance of payments. The amount of depreciation necessary to 
correct an adverse balance of payments will depend upon the elasticity of 
demand for imports and exports. If the demand for imports is elastic 
(goods may be luxuries and comforts) a slight exchange depreciation, 
raising the price of foreign goods, wall bo sufficient to correct the 
adverse balance of payntenis. The effects will be magnified if the foreign 
demand for exports is elastic. On the other hand, if e.xports and imports, 
consisted of necessities and the demand for them is inelastic, it will not 
be much affected by the rise or fall in prices and hence a higher degree 
of exchange depreciation will be essential. 
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The defects of exchange depreciation are serious, (i) This is not suitable 
for a country wedded to fixed exchange rates (ii) Exchange depreciation 
makes international trade risky and hence it reduces its volume, (iii) The 
terms of trade, i.e., the rate al which exports exchange for imports— will 
go against the country whose currency depreciates in value, (iv) Exchange 
depreciation, sometimes, raises money incomes by raising prices. Costs in 
export industriw may rise while imports may rise on account of increased 
m(»mes and import substitutes are expensive. As a result adverse 
balance of payments will intensify, the rate of exchange will continue to 
depreciate till such time when its value will be almost nothing— i.e., when 
the stage of hyper-inflation is reached. 

* should be distinguished from devaluation. Depreciation 

stands for automatic reduction of the value of a currency by market 

forc«, devaluation is the reduction of the value of currency undertaken 

by the Government. But in substance both mean the same thine : lower 

, ‘ -t local currency in terms of foreign currencies. Effects of 

both are similar When the loral currency depreciates and the foreicn 

currency appreciates m value, the foreign commodities are made cosifv. 

checked. B-.t the local currencies arc nude 

favouraW^ h^lf promoted. Thus a teudency towards a 

lavourable balance of payments is created. 

devaluation 

devaluation in no way helps the devolonlno 
countries to improve their balance of payments situation.” Di«;cii« ^ ^ 


development (o imooft marhin products only, needs of economic 

inflationary even food, and the 

important of th^ ^ be listed as the most 

and comparatively ’sluGcish erow^h rapid rise in the imports 

balance. Under ^ondlfion. exports, resulting into im- 

discouraged since thev rann/f ^ disequilibrium, e.xports arc 

prices and it pays to sen°Tn .competitive international 

encouraged because forcian looH«^iI« market. Imports are 

adverse movements in the cheaper. It creates 

solutions are possible to reciifv ih' Payments position. Two monetary 

of production^ bring? ^ First is to reduce the cost 

It results into a^generil in tS ^“PP'^’ 

however, might improve^Kiw of^nav'S® economy. It. 

remedy but will not ht> in *i,« i w payments situation as a short-term 
y Dui wiu not be m the lastmg mterest of the country. Second is to 
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de\alue the currency. The consequences of devaluation vary not only 
from country to country but also from commodity to commodity and it is 
difficult to forsec the net effects on the balance of payments, unless we 
have a detailed analysis of various factors influencing it. 

Whatever may be the reasons for the fundamental disequilibrium in 
the balance of payments situation of a country, it is reflected in the con- 
tinuous decline in the exports and increase in the imports. Devaluation 
for example, of rupee, raises the price of foreign goods in rupees, rest- 
rains imports and lowers the price of domestic products in dollars, thereby 
encouraging exports. The adjustment of this nature might not work 
in the case of extremly inelastic demand. With the total value of domestic 
exports reduced more than that of the domestic imports, may even call 
for further devaluation. 

The Elasticities Analysis 

Devaluation provides impetus to exports depending on foreign elasti- 
city of demand for these products and the elasticity of supply of exports 
from rival exporting countries. With the inelastic supply of exports 
from the rival country, the effects of devaluation will be neutralized by 
the price cut of its own. Exports, however, will increase only if the price 
elasticity of foreign demand for the products in question is higher. 
Elasticity of supply of the rival producer matters significantly only in the 
cases of products which are very competitive and where a country produces 
major share of the world market. On the others hand, if the world 
demand for exports happens to be inelastic, devaluation of one currency 
will not encourage its exports. Devaluation may increase the volume of 
demand for e.xportabic goods but, it at the same time reduces the foreign 
price of exportables and with the elasticity demand less than one, a fall 
in tlie exchange rate of 40 per cent may be followed by an increase in 
the exports by say, 30 per cent. Thus there may be an increase in the 
volume of exports by 30 per cent, while the actual value of receipts may 
be lower than those prevailing hitherto before the devaluation. Thus 
price declines may more than offset the effects of increase in the exports. 
It may not result in the apparent reduction in the output but certainly in 
the level of income and may have long run detrimental effects on the level 
of output as well. 

As for the imports are concerned devaluation would be beneficial to 
a country, when the elasticity of home demand for imports is high, i.e., 
when a given rise in the value of imports measured in home currency 
causes a more than proportionate fall in the volume of imports. But when 
the elasticity of demand for imports is low it will entail fall of imports 
more than the one before the devaluation period. 

Thus, devaluation may improve the balance of payments if the 
elasticity of demand for exports and imports happens to be high while 
the elasticity of supply of exports and the supply of imports happens to 
be infinite. But in the short period, over all elasticity of supply has to be, 
of necessity, inelastic, unless there are considerable untapped resources. 
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And instead, the volume of exports can rise only at the expense of a 
cut in domestic consumption. But in the long run, the favourable effects 
on exports may not be dependent only on the domestic absorption, as a 
long run period permits changes in the scale of the plant. And this 
might encourage a reallocation of resources in favour of exportables, since 
the prices of exportables will tend to be higher than the prices of other 
goods. Profit margins will again encourage the entrepreneuis to shift 
resources in favour of exportables. 

The elasticity analysis has been subjected to good deal of criticism 
by Alexander and Pearce. According to them, elasticities of demand and 
supply may not be able to reveal their full impacts on the exports and 
imports, since they are not independently specified. They arc a composite 
whole depending upon so many variants and contrainls such as, given 
other prices andgiven national incomes. But the prices of other things- 
frt -nH incomes do not remain invariant. Hence it is impossible 
to indicate as to how imports and expnru respond to a change in their 

The Absorption Approach 

also called the saving and investment 
exTirts can “PP™“h. the Xtirof 
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amount of disafisorptfon that ac^!^mMt? t*ependent on the 

suggested that untapped resources 'S 
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Devaluation, it appears, would do little to correct the deficit if we try 
tc minutely analyse the absorption approach. A shift in the distribution 
of income perhaps towards the profit at the e.xpense of wages may not be 
able to bring about the requisite amount of disabsorption. Moreover, a 
policy of contrived disabsorplion may not find favour with most of the 
economists. Devaluation, in order to bridge the deficit, must either 
reduce investment or increase savings or both. Cut in investment seems 
to be unlikely and savings can be raised only by raising real incomes. But 
de\aluaiion may not be able to bring about the increase in the real 
income or output at full employmeut level. 

Elasticities analysis and the absorption approach, though try to look at 
the issue of devaluation from two different stand points, yet dispel the same 
‘ devaluation pessimism”. Elasticities analysis is more conceincd with 
the relative prices and ignore? the issue of absorption as some proportion 
of total income or output. Absorption approach deals mainly with the 
propensities to consume, save or invest and does not take into conside- 
ration the changes »n relative prices. Nevertheless the two approaches 
do not deviate much regarding their conclusions. 

Devaluation and Developing Couotrics 

Developing countries, without exception, are to-day facing adverse 
balance of payments. Most of .these countries have devalued their 
currencies to reciify this adverse situation. But unfortunately, devaluation 
in no way helps, the developing couniiies to improve their balance ol 
pa\menis situation. It is the least powerlul and dependable device from 
whichever angle it is analysed. Dcvalaauon is unlikely lo add to in^ 
exports of developing countries. It could hardly improve me export 
prospects of Indian tea. India and Ceylon arc two major exporters of 
w orld tea and any attempt made by India to enlarge her share of the 
world market has been resisted by Ceylon. Although, Ceylon deetjed 
not to devalue her currency, yet a close watch is kept so that her interests 
do not suffer in the world market for lea since it accounts for 60 percent 
ol the export earnings of that country. Thus with ilic relative inelastic 
world demand for tea, any attempt to increase the relative siiare through 
devaluation may well lead to a fall in the export prices without a propor- 
tional rise in the exports. Devaluation might help India to safeguard 
her tea exports from falling still further. There is a lower elasticity ot 
demand in the world market for Indian jute goods. And there is greater 
elasticity of supply of competitive jute industry of Pakistan which also 
happens to be technically in a better position than the Indian jute industry 

because of the greater availability of raw jute and relatively new machi- 
nerv Under these circumstances it is douolful il devaluation will maintain 
the' export earnings from jute industry. Desaluation may help in a 
niarcinal way to improve the export prospects of industries which are 
otltcrwisc finding a relatively elastic world market. There may be certain 
export of new products which arc of the marginal nature and given the 
elastic supply of these exports, the effects will be favourable. 
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The same may be true when we consider the absorption approach. In 
a developing country, it is very difficult to make a cut in consumption in 
order to raise the exportable surplus, when the consumption standards 
are already much near the subsistence. And the policy of contrived dis- 
absorption under such circumstances is sure to be resisted unless an 
institutional change is brought about The argument that untapped 
resources in the developing countries are bound to result in greater output 
when put to productive use as a result of devaluation, seems to be 
dubious. Firstly, there are not very many untapped resources in the develo- 
ping countries. Secondly, internal bottlenecks in these countries donot 
permit the proper use of untapped resources. Devaluation thus may not 
be quire effective in bringing about a relative increase in the output 
Further this increase in output may be completely into an increase in 
consumption and investment. And, finally, developing countries are more 
or less, out of sheer necessity, to follow the cheap money policy. Thus 
people, may not quite often indulge into disabsorption in order to main- 
tain the same real value of cash balances. Absorption might infact 
increase as a result of inflationary expectations. Again, change in distribu- 
tton of income from the wage earners to the profiteers will not work 
■without other detrimental effects in an already non-equalitarian set-up. 

DEPRECUTION AND THE TERMS OF TRADE 
glan<», a depreciation of one's currency would 1-ari tr, 

currency price of both imonrt« a '''•H raise the domestic 

changes, given that both v?ill mUetn'^Ute same d P™" 

cons£ tt' f™«s%hthtTn‘rrd f “<■ '■■‘•'‘Ic. we must 

changes of /mpom ^nd exportf ^'^the^f'r price 

supply for e.xports and impwfs Joan elasticities of demand and 

elasticities and has shown Texorcssinff analysed the role of 

country’s currency) that deDreciation®wFii*Sf* terms of the depreciating 
product of the supply el^Fcities T of trade if the 

elasticities. Although the method o-^ Imvinfr .the proauct of demand 
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elastic. On the supply side, suppose that the supply of imports to 
the depreciating country were elastic and the supply of its exports were 
also elastic. 

The situation is as show below. Before depreciation, the prices of, ' 
imports and exports are OPm and OP*. Now let the currency depreciate^ f 



by 10 per cent, then the supply curve of imports will shift upwards S m, 
and the demand curve for exports shift outwards to D® ; giving new 

equilibrium prices of OPm' and OP®'. The prices of imports will have 
risen by a greater percentage amount than the price of exports 

( — 1 and so the terms of trade will have deteriora- 

ted. (Also note that the product of supply elasticities is greater than in 
product of demand elasticities). 

Suppose on the other hand, that the demand for imports 
elastic and the supply of imports were very inelastic, the supply 
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demand elasticities for exports remaining unchanged. In this case the 
price of exports rises proportionately more than the price of imports and 
the terms of trade improve (the product of supply elasticities is less than 
the product of demand elasticity). 

We can see, therefore, how important demand and supply elasticities 
are in deteimining the direction in which the terms of trade move. 

The above analysis is too simple, however in that it takes no account 
of income changes brought about by depreciation, or of importance of the 
CTOss elasticities of demand. Depreciation mav cause relative price 
differenws to emerge between traded and non-traded commodities, with 
the result that the demand for imports may shift due to the eff-ct of cross 
elasticities Also, real incomes may change as a result of these price 
changes and this, m turn will affect the demand for imports. Because of 
uS^here elasticities may differ from the partial ones 

More information is required before conclusion regardina welf«r^ 
be reached : information concerning changes in the volume of 

trade, changes in the quantity of goods traded, changes in produSv 

changes m other sections of the balance of payments and so ' 

devaluation and the price level 

essentially on the ‘welfare' <\r This is based 

and efficiency within the economy. ThTs^ shoSfd “ndSd^ h 
the mere substitution of devaluatL for protcct^^e comris^'' u 

pncc-wage-pricc spiral and devaluation lefd. t. 'SS’ J*"’* to 

imposed on demand inflation, rise in cost^ ic ^urbs are 

mport prices do not rise in proportb^^f diva 
^ts as a result of increased domestic import “tcrease in 

a small country which imports more but tlfe ahfni f for 

remains small because of her size her imports 

over ^orld prices. Therefore smfll coun^ leverage 

eir payments through variations in their eSSnee ra^S'*^"^ *“ adjusting 
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the mvire a country Is dependent on foreign trade, the less she should 
make use of exchange rate and vice-versa. 

The risk of similar respons ! on the part of other couniries is very 
real in the case of devaluation A big country finds it more difficult to 
increase her market share. She faces lower export elasticities of demand 
than smaller countiies exporting the same products. Thus her vulnera- 
bility to retaliation is increased- Besides, her currency may be used as a 
reserve currency. This makes her reluctant to resort to devalution. 
Though, her big size and small content of foreign trade in her economy 
may provoke her to resort to devaluation. 

In post-war experience with relatively few alterations in exchange rates 
among middle sized industrial countries the device has worked fairly well. 
There have been no perverse elasticities and inflation has not got out 
of hand where appropriate domestic steps have been taken The revalua- 
tions by Germany and Holland in 1961 were both eventually 
followed by disappearance of chronic surpluses. The devaluation by 
France in 1958 and by Canada in 1961-62 both resulted in a marked 
upturn in economic fortunes • in both cases they were accompanied by 
a marked improvement in domestic economic management The biggest 
post-war round of devaluations, in 1949, was unquestionably a success 
for Europe as a whole. It helped turn the dollar shortage in dollar glut. 
But for Britain, who initiated devaluation, it amounted to failure. The 
Korean War complicated the situation It would have been belter for 
Britain to postpone devaluation upto 1952. French devaluation of 1936 
failed because of the failure to hold inflation In check and the failure to 
follow correct policies. 

Historically majority of the devaluations have been a failure, getting 
caught up in self-defeating inflationary spirals. For the bigger countries, 
at least in modern limes, they have mainly worked. 

DEVALU.ATION AND THE DEBT BURDEN 

Tne overseas investment balance sheet is an extra complication m 
any exchange rale assessment. If the foreign debts of a country have 

been guaiantecd in foreign currency, their servicing will represent a fixed 
cliange on ll e economy. Their foreign cunencycost cannot be reduced 
by devaluation. The debt servicing will be equivalent to imports ® 
zero elasticity of demand ; however much the domestic price of the debt 

servicing goes up, as much foreign currency will be needed as before. In 

this way, the foreign debt will cause a special deterioration in the 
barter’ terms of trade, that is in the physical quantity of exports needed 
to pay for a given quantity of imports. Devaluation will become more 
dependent v n favourable elasticities in community trade. 

If these elasticities are suflSciently high, then devaluation may 
servicing and the repayment of the debt easier, and accordingly less oi a 
burden on the economy as a whole. Once a given foreign 
gation is ncrcased, the real burden of repaying it may or may not oe 
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increased by devaluation. This burden can be measured only by the 
domestic resources that have to be given up indirectly as well as directly to 
earn the additional foreign currency when this is eventually repaid. 

The existence of large overseas assets in domestic currency may be a 
deterrent to devaluation. Here the additional burden does come in terms 

of foreign currency, as the overseas debtors need to give up less of their 

‘S *■= credits®^; while the foreS 

currency liabilities burden is in terms of additional domestic currency 

rartlhi? Income from foreign assets, isTom^ 

A ?ero dasticity of 
external receipts ; while a zero elasticity 
for imports (merely) prevents a reduction in external spending.^ ^ 

currencies in intemational reserveisanover- 
against exchange rate flexibility. However it can 

?«ibiUtv “ element of txchaSe 

over the od^S £«.tLng 
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THE TRANSFER PROBLEM 


Q. Enunciate and explain the transfer problem and analyse the 
mechanism of unilateral transfers. Or (Mjgpur, 1962) 

Indicate the adjustments involred in the unilateral transfer of funds and 
point out the nature of the transfer problem. {Delhi, 1962) 

Or 

Describe the mechanism of unilateral transfers and bring out the role 
of income changes in the process. 

Ans. Borrowing is nxessary when a country tries to gel capital 
without saving. Capital is obtained from abroad in the real sense only 
when goods and services arc obtained over and above the value of the 
country's exports. A country lends abroad when it produces more than 
it consumes and Invests at home, the dilfercncc representing excess of 
exports over imports. The borrower is interested in the purchasing power 
in his own country. This is known as the money transfer. But how this 
money transfer, in term, leads to an import surplus, which is the only 
real way that capital can be loaned between countries, is called the real 
transfer. The money and real transfers are intcr*related. 






THE CLASSICAL MECHANISM 


Classical economic theory provided different answers to the transfcr 
problem under gold standard and fluctuating exchange rates. Under the 
gold standard money borrowed in London was sold for dollars. Thts 

depressed the pound sterling to the gold export point and led to a gold 

inflow to the borrower, i.c., the U S. A. Prices declined in England as a 
result of the contraction of money resulting from the gold outflow. Con- 
versely prices rose in the U.S.A. because of the increase in the means oi 
payment If bank-rates were raised in England to halt the gold outnow 
by attracting short-term capital, contractive process would still take 
though probably on a reduced scale. But the loss ot the gold or the 
inflow of short-term capital in the lending country, plus the mcre^e m ^ 
interest rates would be contractive and depress prices. In the United 
States, the gain of gold or of short-term claims on London, the expansion 
of the money supply, and lower interest rates, ^ all work to raise prices. 
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A&sumiog the sum of the price elasticities of demand to be greater 
than one, lower prices in England would produce an export surplus there, 
and higher prices in the United States would produce import surplus. 
This is the real transfer. 


The real transfer in goods reverses the original movement in gold a 
subsequent short-term movement. As British exports exceed imports, 
gold returns to the Bank, of England and she repays the short-term capital 
borrowings from New York- This decline in prices in England and rise in 
prices in the United States will change the terms of trade in favour of 
the borrower and against the lending country during process of transfer ; 
but when real transfer has been completed, the terms of trade will revert 
to their original status. 

Under the paper stand, the classical view of the transfer process is as 
follows : The attempt by borrower to sell pounds for dollars leads to a 
depreciation of the pound, in the absence of stabilizing short-term capital 
nmvements. The depreciation of sterling and the consequent appreciation 
of dollar encourage the lender’s exports and borrower’s imports and dis- 
courage the borrowers exports and lender’s imports. As Britain develops an 
export surplus, the original borrower buys the dollars he needs for expen- 
diiure m the United States. Money transfer and real transfer take place 
simultaneously. When all the funds (capital) have been transferred from 
l^ndon to N^ork, the export surplus of Britain vanishes and the depre- 
ciation of sterling is corrected, as the demand for dollars is reduced and 
the export surplus of Britain creates a demand for sterling which can be 
»tish^ only at a higher rate. The short-term capital movements act like 

with reduced certainty and intensity, and raise 
United States and lower them In Britain. Whether short-term 

Sa nstTJ'hS?^ or not the term of trade normally turn 

agamsi the lending country as a result of transfer. 


were made to the transfer process under the gold 

proceeds of loans might be spent in 
Bantam. Consequently real transfer takes place automatically with no 

noi oe raised m the United Slates and reduced in Britain since a number 

required that they 

wasTn enor ThiSr ^ HoweveT; this objectioi 

then™ ^ objection related to the reliance on the quantity 
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Modern Theory 

aiiH theory neglected the changes in spending and income 

cJ?v ® balance of payment through the marginal propen- 

sity to import. Transfer took automatically when borrowers spent part o f 

and the marginal propensity being one. 
But on the portion of the loan spent at h ome the increase in domestic 
expenditure raises income which spills over into imports, and this transfers 
part ot the loan How much of the loan will be transferred in this fashion 
depends upon the marginal propensity to import and save in the borrow- 
ing country, the course of money income in the two countries, and the 
response, if any, of domestic investment. 


It has ^n enunciated as a theorem that if the marginal propensity 
to save m the borrowing country is positive and if domestic investment in 
the borrowing country is changed by no more than the amount of the 
loan, with no induced changes in investment in either country, changes 
in income m the two countries will not be sufficient to transfer the whole 
loan through induced changes in imports. 


Considering the variabilty introduced by several assumptions, it may 
be impossible to make any general statement about the extent to which 
income changes can transfer theoretical international capital movements. 
However, it may be concluded that income changes are likely to transfer 
normal capital movements smoothly, and from the German reparation 
experience, that some capital transfer will be very difficult to effect. 


In summary form, it may be stated that international capital transfers 
in money may be transferred in goods through income changes, in part, 
in toto or in excessive degree (l.c. a larger real transfer than the original 
money payment) and that real transfer will be fully or excessively affected, 
the greater the extent to which other things being equal, 

1. Spending and income fall initially in the lending country in the 
process of raising the money capital. 

2. The loan is spent by the borrowers in the lending country. 

3. Money income rises in the borrowing country, due to : 

{a) A low marginal propensity to save, 

{b) A positive marginal propensity to invest, 

(c) In the case of reparations, a readiness to reduce taxation or 
increase government investment, or of domestic investment 
or consumption to respond upward to a reduction in govern- 
ment debt. 

4. The foreign repurcussion of both countries is low. 

5. The banking systems of both countries respond to the move- 
ments of short-term capital and gold. ^ 
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the mANSFER PROBLEM 

Conversely, the less that the above conditions are realized, the 
greater is the iLhhood that the capital will not be 
through income changes arising out of the capital transfer itself, u^nder 
the circumstances, gold flows will be needed on the gold standard, which 
may induce income changes of a banking origin ; or an exchange rate 
adjustment will be needed to accomplish the remaining transfer through 
price changes. 


Effects of International Capital Transfers on the terms of trade. 

The transfer considered can take the form of a grant, an interest 
payment, war reparation, a loan or loan repayment. Problems arise in 
the following manner : (1) Will the way in which payment is raised and 
the way in which it is spent take place without producing disequilibrium 
in the balance of payments ? The country making the transfer will wish 
to create an offsetting export surplus; the receiving country may spend 
part of the transfer on imports, but will the extra import bill equal the 
export surplus of other country ? (2) If the post-transfer balance of pay- 
ments is no longer in equilibrium, how will the adjustment mechanism 
work ? In what direction the terms of trade will move in order to restore 
equilibrium The classical economists argued that the transferring 
country suffered a primary burdenJn having to raise the transfer (e.g., by 
increasing taxes) ; it might also suffer a secondary burden of the terms of 
trade turned against it as a result of the transfer. The classical view, in 
fact, was that the terms of trade would turn against the transferring 
country. However, modern theoretical analysis shows that, under certain 
circumstances, the terms of trade can move in either direction. 

Suppose that country X makes a transfer payment to country V . In 
order to make the transfer, X might reduce domestic incomes and expen- 
diture, and as a result spending on imports will fall. Conversely Y will 
now have a bigger income and will therefore increase its spendings on 
imports. Both these effects of the transfer will improve X's balance of 
payments. However, whether or not improvement in the balance of pay- 
ment is sufficient to offset the deterioration due to the capital transfer will 
depend on the size of the marginal propensities to import of the two 
countries. If the sum of the two marginal propensities of the two 
countries is equal to unity, the balance of payments will balance after the 
transfer has been made. If the sum is greater than unity, then X will 
have a net export surplus and so, to restore equilibrium, the terms of 
trade will move in favour of the transferring country. Similarly if the 

unity, X will have a net import surplus, and so, to restore 
equilibrium, the terms, of trade will move against country X. 

Thus for the classical view to hold, the sum of elasticities would have 
to be les^ than unity ; a condition which may not be fulfilled in practice. 
However, the transfer nlay be financed out of savings with the result that 
^egatc expenditure may not fall by as much as the size of the transfer. 
^ the other side, the receiving country-may simply add toils savings 
(at the mdividual .or central bank., level) and therefore not increase its 
e^qpendiiure on imports. Also^transfcr may have multiple effects on 
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income and therefore on the balance of payments Thus of thi» 

transfer comes from and goes into savings, then exports and imports will 

fn country making the transfer willfinish up with a defic 

m Its balance of payments. ^ u<;ijvu 

the deficit, the terms of trade will have to change 
foiw take place if deflation 

lollows or devaluation takes place Johnson has developed a model 
showing that any outcome (of the transfer on savings and spending 
directly and induced changes in saving and spending through thrmulti- 
plier) so far as the terms of trade are concerned is possible and there is no 
reason apnon to expect them to move in one direction rather than 
another. The outcome will depend on the net effects of income changes 
m the two countries, the relative propensities to spend on domestic and 
import goods and the elasticity of the supply of the two catagories of goods 
in the two countries. Johnson s analysis is in t *rm of two countries op:ra- 
ting on fixed exchange rates with the transfer being ‘affected” via income 
and price adjustments. 


Kemp has studied the problem under flexible exchange rates ; i.e., 
w ere the balance of payments is always in equilibrium and changes in 
t^e terms ot trade are represented by changes in exchange rates between 
the uso currencies. Under such conditions. Kemp analyses the effect of 
rising the transfer in various ways (by means of borrowings from the 
0.ntrul Bank, by raising income-tax or by imp sing a tax on imports) and 
also looks at how the way in which the receiving country distributes the 
transfer, affects the outcorne, so far as the rate of exchange (I e. terms of 
trade) is concerned. Again depending on the size of the relcvent propensi- 
ties and iiicomc changes, the rate of exchange may either depreciate (i.e. a 
deterioration in the terms of trade) or appreciate (i.e. an improvement in 
the terms of trade). 


To discover the probable movement of the term of trade in any 
spe.ific instance, one would have to analyse empirically the determinants of 
the system. This has been i Kindlebergcr) attempted but the results are 
mccmclusive ; although it might be reasonable to argue that capital trans- 
fers from advanced industrialised countries to small undor-dcveloped coun- 
tries are likely to cause shifts in the terms of tiade in favour of the capital 
importing country. This W’ould be so because the increases in the demand 
for advanced countries goods will be relativelv small and supply elastici- 
ties of their exports will be fairly high. Also' the supply elasticities of 
under-developed countries may well be low. In spite of the general hypo- 
tliesis. one feels that generalisation regarding the effects of transfer on the 
terms of trade are apt to bo highly misleading One must simply take 
each case on its merits and analyse the forces operating these. The same 
criticism can be made of the analysis of historical movements in the 
terms of trade, whatever their cause. 

Suggested Readings 

1. C.P. Kindleberger : International Economics. 
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INTERNATIONAL CAPITAL MOVEMENTS 


Q. “InternatioDal capital moTcments can take place in different 
ways,” Explain. 

Or 

Examine the factors which lead to short-term capital movements. 

Or 

Explain how long-term capital movements are caused. 

Or 

famine the problem of capital movements in the context of developing 


countnes. 


Or 


cn dewloped aod developing countries clnsh 

on tne need and form of foreign borrowing. 

difler^wavT'&n'i?,®!' <an take plare in many 

coaninr S cOTemm™," 'f residents of that 

orZdm oovef^eTt^n^i. f foreigners 

eapitf^r^'rnfiS'lwoTart Xtt 

<enn claims (with duration^in transction involves short 

deposits and bills whether if ^ 

(2) whether ihe raS ™ assets ; 

-Toversed. quite quickly it is a shor/iJr J if i* is likely to be 

■movement, ffire m^te overiaS ® '®“8-‘'rm 

may use long-term asse^ (such temporary shifts of capital 

5iss. 3^^ 

m-cM-vi-ki vf!i oini 


122 


INTERNATIONAL ECONOMICS 


stock of capital, while long-term transactions involve the flow of news of 
capital from one country to another. Total volume of short-term trans- 
actions is fairly large in relation to annual accruals to the total interna- 
tional short-term capital while the total transactions involving long-term 
capital are more closely related to the annual accruals to the total amount 
of long term capital in existence. 


Factors causing short-term movements. 

(1) Changes in interest rates lead to short-term capital movements. 
Assuming exchange rates to be stable, if short-term interest rates rise in 
one country, then it is expensive to borrow from that country and 
advantageous to lend to it. If long-term interest rates rise in that country, 
the bonds of this country may be bought for speculative reasons, in the 
expectation that interest rates would fall shortly. If, however, exchange 
rate changes or falls in the same country, the advantage of lending to it is 
cancelled out and probably no movement of short-lerm capital emerges. 


The effects of interest rates on short-term capital movement were 
significant when exchange rate changes were few. However after thirties, 
the expectations of exchange rates changes have multiplied, consequently 
the effects of short-term interest rate changes cannot be predicted with 
confidence. In this way before 1914 changes in short-term interest could 
attract capital and foreign payment position could become comfortable. 
Now this no longer liappens. Only short-term capital movements by 
public authorities (Central Bank) wliich are deliberately designed to have 
a stabilising effect on the balance of payments arc successful. 

Other factors like fear of political changes and war affect short-term 
capital movements. However, high interest rates may be and however, 
stable exchange rates, short-term capital is likely to leave a country 
subject to political disturbances or which is expected to impose restrictions 
on foreign payments. In disturbed conditions, fear leads to swiff move- 
ments of short term capital around the countries, so much so that 
the problem of hot money arises. 


Factors leading to Long-term Capital Movements. 

Movements of private long-term capiial are affected by similar factors. 
Expectation of exchange rate changes, cither in the ncai| or in the distant 
future, affect willingness to acquire claims or take on liabilities expresseo 
in foreign countries. Similarly, interest rate changes affect movement. 1 
interest rate rises in cne country, foreigners will tend to lend niore w 
that country and residents will tend to lend less abroad- This rise in inlcres 
rate should not lead to expectation of further rises because in ina 
case movement becomes Indefinite and speculative. If this does no 
happen, then, rise in long-term interest rate attracts foreign private long 
term capital to a country. 


There are likely to be continuing effects. A high level ^ 

one country is more likely to attract a ‘arge ® V ® X. wav 

savings into the long-term capita! markets of that country. In 
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continual inSow of long-term capital occurs as a result of high interest 
rates. Profits earned in the home country also influence the movements of 
long-term capital. Tf these are large and if interest rates are high, con- 
ttnu^ inflow of long-term capital occurs. 

Capital Movements and Income Levels. 

Foreign loan may lead to additional expenditure in the borrowing, 
country. It leads to a higher level of income and expenditure in that 
country. If the resources are fully utilised no additional expenditure 
results, and no higher level of income occurs. Usually the borrowing 
country can avoid a reduction in its level of income by maintainins the 
^ expenditure through imports. In the other situation foreign borrow- 
ing enables It to increase its level of expenditure and thereby to achieve a 
higher level of income. 


I the lending country an outflow of capital occurs as a result of 
lending. This leads to balance of trade surplus which leads lo muhiplier 

income. The assumption is that full employment has not 
low imwest^atis^ justification can bg provided for lending at 

Indirect eff'ects on the Balance of Payments. 


inroiS^n^- 'he form of long-term loans affect levels of 

Two situations emerge. Firstly, the loan may be 
*’;5.ho"'®-Ptoduced capital. Secondly, it may be used to 
nnance imports. Different results are likely to follow in each case. 

a miiS? is used to spend in investment in home produced capital. 
OTunnJJ^ 'ncome and expenditure occurs m the borrowing. 

mov^a favour" 
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its p'puhfion and for exports, a developing country has to exnand if«t 

“''s for immense resources, for capitaP forma- 
■ of the level of consumption accordingly. To 

iiKrease the rate of investment in an economy with a relatively low- level 

volumf of requires a certain level of savings and aL a certain 

the machines and the necessary 

.K 1 J ^ certain level oftechnologytocomple- 

JUi ^P‘*u ■ ^ obstacles will have to be overcome 

on all these counts by the developing countries. 


As for increasing the level of domestic savings, the vicious circle of 
poverty has to be broken. With the lower level of personal incomes, 
greater proportion of it goes for essentials. And it is very difficult to 
squeeze consu^mpiion in order to release resources for capital formation, 
l! requires radi^cal institutional changes to mobilize the domestic savings 
and deploy them in sectors in which they can be profitably used for 
purposes of development. 

The role of external financing is chiefly one of expanding the capital 
volume, so as to supplement to some extent the resources made available 
domestically. But the forms in which external finances are provided have 
become increasingly diverse and this presents manifold complications not 
only for the rocipicni countries but also for the donor countries. The 
traditional channels for the international movement of capital, direct 
private business investment and floatation of bonds by the public authori- 
ties. have proved not only inadequate for the transfer of resources but have 
also posed certain additional questions. 

The capital by its very nature is a scarce factor even in the most 
affluent societies and titey have too many factors before transferring 
resources to the developing countries. And these countries try to look at 
the question of minimizing the ratio of real costs to the potential benefits. 
Besides, politics weighs heavy in every such transfer even if it is advisable 
on economic grounds. Tins has involved the exercise of stricter control of 
the assets transferred. This type of wholesale tying in its various forms 
has flung out problems of utilisation for the recipient countries in the 
matter oftr>ing toco-ordinate external finances and domestic savings 
within the framework of their development plans. 

Allhougli in recent years the terms of these transfers have tended to 
ease, and there are not too many political strings attached, yet the interest 
charges and the repayment of principal have created difficult conditions for 
the developing countries. As a result there has been a speedy increase in 
the external debt of the developing countries and servicing also consumes 
big slice of foreign currency. And with the sluggish rise in the exports 
of developing countries this burden of debt service has gone still higher. 
In order to case out the situation, mass transfer of resources from the 
developed to the developing would be required. But on the contrary 
there has been a decline in the transfer of resources in the shape of new 
loans, grants and investments in recent years. As a result the contribution 
of external financing to the developmental effort of developing oounlnes, 
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has declined considerably. And the developing countries, most of them 
have not been able to mobilize the amount of capital form^UonreqS 
to work up the annual rate of growth to 5 per cent per annum 

call for both an adequate rise in the 
rate of domestic savings and a considerable expansion in the cacac iv 
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economic growth resulting from it was inevitably somewhat unbalanced 
in character. 


As the private foreign investment cannot meet with all the require- 
ments of the recipient under-developed countries, reliance is also placed 
on the public foreign investment. Public foreign investment has the 
advantage of being used in accordance with the overall programme of 
economic development and is thus directly linked with the economic 
growth of ihe debtor country. Public foreign investment has an advantage 
over the private foreign investment in the sense, that it is not open to the 
usual objection, that such investment serves the needs of the lending 
country only and adds to the unbalanced character of the economy of 
the developing country. If the loans are raised through international 
agencies, the borrowing country can also free itself from the political 
interference that the creditor country may impose in the matter of formu- 
lation of domestic policies of the debtor country. Besides, there are 
certain risky undertakings whose object is greater social return. Such 
risks cannot be undertaken by private enterprise. In that event, public 
authorities alone can do the needful with the help of foreign public 
investment. 


The philosophy behind public loans could be explained in the 
following manner : 

Public loans represent the resources accumulated out of the contri- 
butions of the citizens of the creditor countries and these resources lent 
to the poor countries could be usefully employed in expanding the econo- 
mies of advanced countries. So if the advanced countries part with 
of their resources they make it subject to some tics. It has been 
increasingly felt that public loans or aid made available 
developing, countries have not been spent properly. Since incse 
come from the pockets of the tax-payers of the 
countries, there is every justification of their demanding use ofthc lun^ 
that finance the economic development in developing countries, in i 
manner which according to them should be right. 
finance is also made to serve the interests of creditor countries. Aovan. 
countries deem it essential that su.h public foreign investment serves in^ 
interests of their own people. There is scarcity of resources . 

the world, and they argue that the resources lent to the poor counmes, 
could be usefully employed in e.xpandmg investments 
countries. As such, public foreign investment, should, 
expected to give the creditor country the desired rate of return and 

time sive it from the lizards and risks of mvestmg m the poor 

countries. 


Domestic efforts. 

Besides, the public foreign investment may result to 

efforts on the domestic front, in that case no real impact will ‘o 

Ae ^piul formation in the country. It would almost always be possible 
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to some extent to substitute foreign funds for domestic savings so that the 
country’s consumption is increased and little or no addition is made to 
the rate of accumulation. This can happen even if each foreign loan is 
earmarked for a specific productive project. If the inflow of capital is 
accorap.inied by a relaxation of domestic saving efforts, there may be no 
change in the total rate of capital formation. The international loans 
thus wi 1 be more effective only if the domestic resources continue to be 
direcied to capital formation in the same ratio as they used to be. 


But then there may be bottlenecks in the country's capacity to 

external loans. The impact of “keeping up 
greatly felt in less developed countries. The 
n iDg stMdards of advanced countries with their close connection with the 

marginal propensity to consume, arising 
^vbl So it hampers not only the domestil 

® discourages the proper use of external resources for 

S^sSmminn development planning, increase in the 

s‘®®dily because of the increased late of popu- 

part ofthrilnn*!^? and the growing desire on Uie 
IS standards of living. What is required 

growth the current level of consumpiion but to arrest the future 

rapitafforrS"*^ '®” when it inhibits the accumulation of 

P ral for rapid economic development of the country. 

'“““'■cesto the develo- 

<lifflcult problem for P''“S'ng domestic needs has presented another 
are mak avSbIe t„ The projects, that 

•'aveeivLS m .t ‘ Hfi >*?“> 15 years, standing 

both the“oior L integration with the investment plans of 

ofresourSl havfh^en ^ ‘■'ansfer 

The inflow of canltal “"ly to a snmil number of countries, 

a significant e&cfon the V 1,1 a “■''"“"S. “f ‘b= debt have e.verted 

“ntrally planneH "f ‘fade between the 

ThedoJ!or <l "nlvwouw”.!“*, developing countries in question 

valuc'JfZlfll”^ f = ^l^a“".ng criteri • ^radc prices also affect the r?al 
Of prices at which various firm? countries. It ,s not only the question 

mfact valued but X ^h^» transfers and transfers in kind are 

countries aragrouS aIc"‘®Hff‘^‘^ *n terms of trade of the developfog 

of loans and afd ^esfdes manv volumf 

country to get the common ^ agreements enable the imporline 

then a simitar effor,Tr”ol‘ L o‘n“,h'’e"'5 '“"T ‘^r“ "*“ 

benefit in the shape of S to hS J.c S h r m • '"P 

uape oi a tax to be used for public investment. 

External Grants and Aid 

M I'hS «“ miwcl of 



128 


international economics 


ostensibly used for increasing the productive capacity may make available 
the non-aid resources for consumption, and alternatively the external aid 
received in the form of consumer goods (P.L. 480 imports) may make 
available the domestic resources for capital formation, though apparently 
it goes to add to the current consumption capacity of the country. 
External aid also helps indirectly to increase the growth potential in certain 
other connected spheres. 


But bulk of foreign aid comes in the form of assistance for specific 
projects. External aid of this type has made useful auitribution towards 
the increase in the productive capacity of agriculture, through its partici- 
pation in the river valley and other irrigation projects. It has also en- 
hanced the power potential of these countries. E.xtemal assistance in most 
of the developing countries has been received in the shape of machinery 
and equipment from \’arious sources for many of their projects Produc- 
tive capacity of the country is enhanced in the matter of techtiical services. 


It may, however, be remembered that donor countries do not give this 
aid disinterestedly. The donor government or agencies do exercise an 
influence over the selection of the project and are careful in assessing as 
to whether the polilicil consequences of granting such aid are in tunc 
with their own political, social and economic objectives. "The essential 
interest of the West in India is clear. It is reasonable to suggest that in 
India as elsewhere, it is by the development of a society resisient to the 
appeal of a totalitarian regime and expecting economic advance In the 
sense of enjoying a general rise In the living standards. Such a society 
will generally be one with the following characteristics : the economy is 

developing ; people had wide access to alternatives both as consumers and 
as producers ; decision-making is decentralized and widely dispersed, 
the power of individuals over others is limited; people do not experience vi- 
olent and discontinuous disintegeration of their communities; large numwr 
of people own some properly. And economic advance if it is to be 
meaningful, must refer to an increase in the net flow of goods and services 
desired by the population not simply to an increase in the volume oi 

some catagories of physical output, regardless of the individuals com- 
prising the society.”^ 


Reasons for Aid Tying. 

The above analysis alone docs not account for aid tying. Froin the 
viev. -point of developed countries, the major reason 
been to ensure dial aid outflow is compensated by 
does not present a problem of payments. Almost all the dc j; P 

^h“o?aid lying. ri Ls been as n resnlt ‘“pf 
ihe developed countries to enhance their exports on this ® r 

rnanv of Km like Germany arc enjoying the most favourable balance ot 
Sen's St ion. The cost of such tying Jas been enormous 

developing ountries. It eliminates not only the scope of free barg & 

i . P.T. Bauer, Indian Economic Policy and Development (Looden, 1961), PP- 122 23- 



INTERNATIONAL CAPITAL MOVEMENTS 


129 


in the open market but also restricts the choice to only a particular type 
ofprcduct that may have to go in for. 

Under the present gloomy political atmosphere and depressing state 

of balance of payments of the major donor countries, to press for'antying 

UNCTAD-ir has worked out 
detenwfnp appears to have prevented the situation from 

afd sSd Ll/w are taken towards the untving of 

aid should only work construcijvely to alleviate the effects of tying. ' '' 

Substantial amount of aid which an individual country seems to eet 

^heir political links 

with the individual donor country. But no solitary step can be taken bv 

oS conditions of aid, there 

co-ordinated effort on the part of all the developed countries 
so that It may serve the interests of developing countries tothe dis- 

donor will find it hard to 

IS" ices expent^" 

too optimistic Die uro of h"! f it also presents a 

developing cSuntrl^ Tve to pS “ verl hi.lf’' Thus the 

borrow, ^ pnee for the loans they 

sort of ‘t^rnl'a^lre ‘is nnUh^^Ldne-”” '?■ some 

table balance of payments situation r climate and comfor- 

the developing c?uS reo^eZnt? f freely, yet 

essential for their developm^t ^owLmes^“ Th ^ 

^ch donor country should set popular demand that 

for aid to the developing countriw It is cent of its national income 

by all the Western devflo^d c?un^^ i" Principle, 

may find ?t difficult to imdemeSt it In 5 accept 

getting such committments*^ Sne^atclv Prospects of 

be an attempt at the very lc^?to wt ^ P®®*"' ‘*^®re should 

donor e^u» ,ta. no^_ 
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decade, measured in real terms, since aid can also be watered down by 
converting grants into loans and by making loans on stiffer terms. 
Definite c«'‘mmitment by the rich countries must be sought in this area 
as well. Since the repayments on past debts have begun to moimt in 
se\(.ral less developed countries until they even exceed the gross inflow of 
fresh aid m a few countries, convention and commitments also need to be 
established to ensure that the aid outflow which is to be agreed upon as 
a result of contractual obligations should be defined in not rather than 
gross terms. 


Since it is not possible to have aid without strings, the creditor 
countries must observe certain rules of the game, so that the aid which 
conics to the developing countries should be fruitfully utilized for their 
economic development. But. unfortunately, the present terms and con- 
ditions of aid tend to serve the interest of the developed countries more 
than those of the developing ones. This is one of the reasons why mese 
aids and loans received by the developing countries are considered ^ 
nothing short of necessary evil. And in their opinion there is not an end 
to exploitation of the developing countries by the developed ones. It 
has only changed shape as compared to the old colonial days. 


If the developed countries are really interested in providing aid to 
the peripheral countries, they must conform to certain simple ana 
important rules, which would minimize the costs which arc directly rela- 
ted to the aid strings. They S'-ould avoid the joint tying at the sourw Ma 
commodity specifications, (which encourages the monopolistic exploitation 
by the donor country), provide competitive tendering on tied projects ana 
greater price vigilance in the donor countries. Currentlylhedonorcoun- 
tries arc not adhering to any of these norms and f 
the developing countries seemingly sufficient, falls in real value and 
most uneconomical when the exoibitant interest charges are also taken 

into consideration. 

The question of supplementary financing also came m 
of discussion at the UNCTAD II. But the scope of to 

has also to be properly specified. There is a good deal *-1^3 

providing such supplementary financing to the “ ojec- 

whose developmental plans were jeopardised by " Vdwav ^but a« 

ted export earnings. This scheme should make suppit 

the saSe time, it should not be treated as tsubstituW but 

mentary financing which will not be offset by the correspond g 
in aid commitments by the donor countries. 


Obligations of the Developing Countries. 

No doubt the developed countries should *Ae^«P^sibim”of 

in providing genuine aid on much softer terms, ^fifntries them- 

utiHsing this aid properly, falls entirely on the ^^^JS^rojects properly 
selves. They are expected to make a selection of their projeci p 

1. J. Bhagwati, Hiodusun Times. UNCTAD-JI supplement. Feb. I. 
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and shoulder the financial burdens which the recipient country deems fit 
to bear. However, there has not been enough aid but whatever little is 
^ forth coining, the developing countries must show the financial prudence 
in accepting it so as to avoid the embarassingly threatening situations. 

UNCTAD— ir seemingly appeared to have resolved manv of these 
issues. There was general agreement that an intergovernmental ^roup 
should be set up to study the problem of supplementary financing *Loan 
terms were considered to be hard and system of harmonization had 
to be worked out for the free flow of aid by different donors. It was 
agreed that the indebtedness of the developing countries was considerably 
reducing their export earnings as a result of the outflow of funds to oav 
off loans. But nothing definite in this regard has been laid down as some 
ot the western countries attended the conference with the motive of 
wncedmg the least that is consistent with their general professions ’ 
^ as such will not go, though some countries like France and 

Bntains slowed their inclination m this direction. But they are not 
prepared to be the torchbearers in this respect and consequently suffer 
the loss. The loss to the recipient country varies to the degree with which 

to the risource; LZtTly 
of their prices in the world market Tyine 
of ^ pressure on the balance of paymLtf 

adon^nS^ want to restrain the outflow of capiLl and 

V® international liquidity. It is the 

liquidity difficulties with some of the developed countries that have rwulted 
^ the gradu^al slowing down of the flow of resources to the dev^rlnlno 

modifications in the world monetary sysreS^'s^ 
that liquidity creation can be belter controlled in the interests of 

rri -our«s".o"r 

chaDges inauence 

Or 

cxdiange rate changes ? these be related to 

Ans. Capital Flows, Exchange Rates and Controls. 

YetTi”™'"' ® “Pi- 

Yet« exchange rate chaoees current account 

ofisraf-r of 1962 rest?red^ coS“"* drama- 

^ pound at its depreciated rate worth 

^ fsrael. A large Mrt oftwf induced a large reflux of 

exnla^li^S ““ otherwise successful devaluation^^Th*'” e;?®ds and 

«plained because low and middle incom^IS^’ ^ hardly be 

itheir propensity lo save theoretically 
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More commonly devaluation stimulates a return of capital for work- 
ins balances and for financial investment. This can help rebuild official 
reserves. Britain experienced it in 1 93 1 and 1949. On both occasions, a 
sierlina devaluation of around 30 percent put the foreign exchange value 
ot the" pound on a demonstrably underxalued basis, and contributed 
for a doublinc of reserves within two years. Thus earlier depreciation in 
sterling stimulated rather than deterred further overseas accumulation 
of sterling. 


Exchanse rates have a more uncertain effect on flows of long-term 
capital. If dollars become cheaper in terms of marks, this will probably 
stimulate German purchases of .American securities and Amencan 
factories as well as of .American cars and .American ball-point pens. Thus 
a revival in investments occurs once the exchange rales are altered to a 
level that is considered appropriate. Thus it is the level of existing ex- 
chanae rate in relation to Its expected future level that is themain rele- 
vantlnfluence on capital moxements, rather than the level of exchange 
rate itself. Devaluation will also normally make it more profitable 
foreign manufacturers to supply the market of the devaluing counir>' from 
local manufacture rather than from exports ; this will induce an incr^ 
in inward investment at the expense of imports. There should b. a 
parallel increase in e.xports at the e.xpense of outward investments. l 
will reflect the relative cheapening m the cost of 
devaluing country— the cheapening in its costs m doreStfc 

The extent of this influence will depend on ^ 

prices for imports and import substitutes m curbing domest c demand o 

[hese products in the devaluing country, and on the elasticity of foreign 
demand for its exports. 

Expec.ations of an appreciations of European 

dollar influenced lo some extent the large and could be 

from the United States to Europe m the i960 s. Other rket, 

a rapid growth of European economies, the formation of capita m XK 

tncrcased security, weakucss of the dollar and ?ac,or. 

dollar assets. .Availability of finance could also ^ ^ them 

American corporation received huge for 

to penetrate the overseas markets Besides the desire f P g 
world-wide spread could have plaved some part. 

Bv the 1960-s these influences were '^^8^ movem^ts^^o^ 

capital between developed countries. jetreat 

hardlv cope vxiib these. As a result, ^is period wvv a 
from convertibility on capital account by the attempts 

interest surcharges and exchange premiums account. In 

to establish a dilTcrent exchange rate on 

themselves, such differential exch^ge rates may adjSstmeni. by 

effect on capital movement than a general capital 

avoiding the parallel effect on future r°'estmeni incom ^ 3 ^ 

tax makes the outlay dearer without P“»‘^8 

the future return. Against thiSt ^ntrols ^ . strong natur^ 

are in practice of doubtful efficiency. Money has a siro s 
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tendency to find its own level and controls may even have perverse 
effects in making the forbidden appear the more desirable, reinforcing the 
’universality syndrome.' 

Snmmary of Roy Harrod s Articles/ Capital Movements and Growth.” 

(0 Shor^ge of capital disposal is only one among many factors, 
limiting growth in the developing countries. 

(») Any attempt to increase capital disposal at a much greater rate 
than the co-operanl factors can achieve would be subject to the 
law of diminishing returns (dynamized version), and likely to con- 
tribute little to the progress of developing countries, while impo- 
sing an unjustified burden on mature countries. 


(W) 


<vi7) 


(Hi) It would be desirable to make capital disposal available to 
developing countries consistent with the maximum possible rate 
^ of growth of non-capital factors. 

(/v) The law of comparative costs should determine the direction of 
development. Exportable goods are preferred to import com- 
peting goods. 

(v) Borrowing from abroad should normally be regarded as imposing 
a net long run burden on a country’s balance of payments. It 
cannot be obviated by increasing borrowings each year. 

(vi) A developing country with poor capital equipment cannot 

achieve the potential development unless foreign capital is 

borrowd. The aim should be to make the developing country 
self-sufficient on capital account. 

<>’«■) It is assumed that twenty years period would be sufficient for 
ma? k” amount of rising consumption 

<4 the^counlrr'^^^ ^ co-operation of non-capital factors in 

(viV/) The rise in consumption should not exceed i per cent, otherwise 

foreign borrowing is hardly possible 

charges may be desirable Ld may 
act in a complementary way. ^ 

(w) Always provided that the growth potential of non-canital factors 

domestically available is sufficient, a larger fordm 

capital at the outset and a more intensive crash programme w^ 
have more successful result than a slower plan and a 

cumulative amount of foreign borrowing at the peak. ^ 

(x) Difficulties are involved in translating the lessons derived f 
SS' scales e.g. to particX 

consumable exports and so on may be followed. ^ ^ 

969l*pf449).”*”®‘*' International. (Hasmondsworlb. Penguin Book Ltd., 


(v/f/j 


(W) 


(X) 


(Xi) 
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(xii) 


Voluntary savings may not be as high as required. So sufficient 
rate of company savings should be compulsorily secured. A levy 
should be imposed on foreign-owned capital so that some part of' 
retained proht is made available for domestic expansion without 
increasing foreign indebtedness. 
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Gunnar ISIyrdal on Capital Movements from the Point of view of 

Developing Countries* 

There is a widening gap between the import-needs and the actual 
export returns in the underdeveloped world. 

Exports difficulties have been persistent, import need can be 
restricted onlv at the expense of development, hnancial aid from 
developed countries constitutes one type of solution. For many 
years, such aid has been stagnating and in real terms, decreasing. 

Aid consists of loans which implies later outflow s of interest and 
amortisation the interest rate has been rising and the avera^ 
maturity of new loans and the grace period have been shortened. 

Rising debt burdens for developed countries have been resulting. 

It has been calculated that the accumulative debt of these coun- 
tries have increased from $ 10 billion in 1950 to 5 40 billion in 
1965 and that they are continuing to increase and will in future 
years also. 

Annual pavments of interest and amortisation over the period 
1950-65 ha've increased from SO'S billion to ^3•6 billion. The ratio 

of debt service pavments to export returns rose from less than 4 

percent in the middle I950*s to 9 per cent in 1965. If the Pf^seni 
trend continues, all the gross inflows of capital will be swalloftca 

up bv the outflows, including the debt service, sometimes m tne 

early I970's. Engens Black. President of the World ®^“k,sa jl 
danger that •■the machinery of economic development could 
overloaded with foreign debt until it sputtered to a halt amio 
half-built projects and mountains of discarded p ans. i 
situation has deteriorated further. The remedy could ^ 
public grants and easier credit condition. However opp 


has happened. 
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METHODS OF PROTECTION 


Q. Examine the case for tariff protection in an underdevelopedt 
conafry. In what ways can such protection be practised ? 

Or 

Discuss the effects of tariffs on income distribution. 

Or 

speciareSmU^aL''f developing countries like India should receive 
c?fl V international niJes limiting national commer- 

"Import quotas are much like tariffs." Discuss 

Or 

'''.***.* ‘*® raean *>y "protective tariffs" "Revenue tariffs’* and 
dlscri~l"oVes'‘^’ ” "”^d«cria.u.Mory .arifc better than: 

f* ***® rational of bilateral trade and payment agreements K 

thriMFV" agreement with the articles of agreemeiif ^ 

Ads. tariffs 

of thi fre“market°?«?e™‘“ with the working 

abrogation of the pnce system’ irM^har^ll complete 

selling its prodncts""n,’sT”ds n pr“odS Tmat 

costs. In this resnect it difTf^r* ‘ ® ^ sufficiently low 

Objee, of the ‘la[”r'’ff‘to rel^lS mp“or“ " ree"S‘‘o7 7"* 

tiODs. A tarifTcan be I of cost considera^ 

upon the quantity of a pro^u)t imno?Jer^‘] specific du-y is based 

duty for pir lb, or per «« so much 

IS based upon value.*^ It is exDre 9 se<?a« advalorem duty 

of a given import. The tariffs of most of°f*h^ percentage of the value 
advalorem ones. Although a lame numhl^r generally 

^ially on food producfs Thf p^o^tfv- 
b«omes eroded with inflation. 
advalorem rate remains constant. 


135 


136 


INTERNATIONAL ECONOMICS 


We can assess the effect of the tariff by looking up at the consequ- 
ences of a duty upon a particular product (partial equilibrium approach) 
or examining the effect of a general duly on all imports of a country 
(general equilibrium approach). Let us analyse the effects of a duty on 

Let us suppose that the U K. produces cars and 
the figure shows the D curve and the home supply curve Fig. SH. In 
the absence of imports, the equilibrium price is Pi If imports are permi- 
tted, demand curve will retrain constant but the supply curve will be a 
changed one i.e SH+M. It shows the domestic supply plus imp^^rts. 
New price is P^. At this price, domestic supply is OAj and imports 
A.^Bi. The total quantity consumed is OBj. Now the country imposes 
an import duty. I he new combined impoit and home supply curve 
will be (SH+M- 4 -T), the new price being P3. This new price will be 
higher than the pre-duty price, although not so high as Pi where there 
were no imports at all. The extent of the price increase *ill depend of 
course on the elasticities of demand and supply. The less elastic the 
demand in the U.K , the greater Is the price increase following the 
imposition of the duty. The greater the foreign elasticity of supply the 
smaller the price increase. If the foreign suppliers react to the tariff by 
selling less in the U.K j they would maintain their place in the U.K. 
market The whole burden of the duty will be bom by the 
supplying country. Ihe primary effect of the tariff is a price one. 
But the price change also brings off other changes. In the figure 
the price rise from OP* to OP3 causes domestic output to increase 
from OA3 to OA3 and imports to fall from A.>Bi to AjBa Total 
consumption falls from OBi to OBj. There is the “revenue effect since 
the government will be collecting duly equivalent to the shaded area 
(duty multiplied by the number of units imported). Revenue effect of 
a tariff is particul :rly impoi tanl in some of the developing countries. 



There is also a redistributive effect since domestic producer of pr^ 
tected goods gain at the expense of those who consume the imported 
product. In the above figure the protective effect of the tariff is shown by 
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the area of AP while the consumption effect is shown by AD. The 
area of the AP depends upon the height of the tariff and the increase in 
domestic output, the latter depending upon the shape of the domestic 
supply curve. The area of the AD, which represents the loss to the 
consumer caused by the tariff, depends upon the extent to which import 
supplies are reduced (OBi — OBg) and the rise in the prices following the 
imposition of duty (OP3 — OP2). It thus gives a measure of consumer’s 
loss lollowiDg the imposition of duty. Accordingly, in welfare terms, 
we may ineasure the economic loss from the tariff by adding together 

area P and D, the former measuring the production loss and latter a 
consumption loss. 

Terms of Trade effect. 


Static argument in favour of the tariffs at the natural level is 
♦S • appropriate circumstances a tariff will enable the country 

<nmp crtneJn- cheaper. In effect, the foreigner pays the duty or 
fieln of ® better demonstrated with the 

the^Uniterf%fay'^^r^tT**® figure shows a pair of offer curves of Britain and 
rives respectively which intersect at P. This 

s price UP between the two commodities, wheat and cloth. A 



may represent either an import Sx on whlYt 
As an export tax, Britain is now DreDare^dlo 

amount of wheat, collectine the ^ cloth for a given 

for example, it used to XV WV Tcloi^ ' hnV**'’ 

collecting P'V in taxes. Orituwd ^ ^ 

for DC of wheat, whereas nX? require’ FC^’In *»f f®'"' 

as tariff. »“vwu require* PC in wheat, collecting PT> 


trade" m‘‘oP°toOP'®'TK an” ® °f >1> 

Ml v./r 10 ur . 1 ms IS an improvement for Britain. 
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The improvement in the terms of trade may or may not make the 
^imtry as a whole better off. In retailing, profit per item can be very 
high, but if sales fall way off. total profit is less than of the rate of profit 
had been more mcdest. Similarly, there is an optimum tariff at which 
any further gain from the improvement in the terms of trade would be 
more than offset by the related decline in volume. This optimum 
represents that tariff which cuts the opposing offer curve at the point 
where it is tangent to the levying country’s highest trade indifference 
curve. 

But the retaliatory action is more common in tariff. The United 
States can retaliate if Britain decides to improve its terms of trade by 
imposing a tariff In the absence of such retaliation, the British can 
gain. But if both the parties retaliate, they almost certainly lose. The 
tieure shows such a case in which tariffs imposed by Britain and the 
United States in retaliatory sequence, B. B'. B'', and. A, A' A", and so 
on, leave the terms of trade unchanged at the end but greatly reduce 
the volume of trade. Each country would have been willing to buy and 
sejl much more at these terms of trade if the price relationships in 



CLOTH 

(Tariff to iir prove the terms of Trade-Retaliation) 

domestic trade were the same. Bith countries stand to lose in the 
rocal imposition of the tariff duties. The reciprocal removal of tariff* 
on the other hand, enables the count, ies to gain. This can provide an 
e.xplanation of the reciprocal nature of the Trade Agreements Program- 
mes in the United States and the GATT. 

The Income Effect. 

Tariffs affect income and employment. Imposition of tariff increa^ 
income and reduces unemployment. A re.iuction or removal of 
reduces incomes and increases unemplo>ment. The ar^ment in brie 
is that tariff raises the Import prices and consequently shifts the 
schedule downwards. Consumers shift their purchases to home 
import competing goods. This will increase income by an amount wni 
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is a multiple of the decline in the imports at the starting level of 
income. 

The gain in employment brought about by the increase in natural 
income in the tariff imposing country, however, is achieved at the expense 
of a decline in natural income and employment abroad where exports 
are cut off. Since income is adversely affected abroad and since the rest 
of the world is likely to retaliate in tariffs, it is hardly possible for the 
country concerned to increase employment by raising tariffs. Firstly, 
because foreign recurssions are likely to be substantial and consequeotW 
foreign retaliation is also a distinct possibility. 

Thus the shift in tariffs to promote an increase in national income 
amounts to a bitier-ihy-neighbour policy. However, the removal of 
tariff barriers is an ideal measure to restrain inflation particularly when- 
rising exports contribute significantly to the inflationary pressures. 

The Balance of Payment Effect. 

There has been some confusion about the effects of tariffs on the 
balance of trade. The popular opinion was that they of course improved 
it. Tariffs reduced imports but did not affect exports. Conversely a 
reduction in tariffs worsened the balance of trade. That is one reason 
of the slogan “Trade not Aid” calling for a reduction in the tariff walls 
created by the developed countries for the goods of the developing, 
countries. 

More sophisticated reasoning lead to a raodificatian of this view. 
The tariff diverted spending from foreign goods to domestic goods. This 
resulted in a higher level of income at home. At the same time import 
prices were increas'cd and average propensi y to import out of a given 
unit was reduced. Increased level of income meant that more rupees- 
could be spent on the increased price of the imports. Thus the balance 
of trade was left unchanged. 

The interaction of the effects. 

All the effects of a tariff cannot operate with equal intensity at the 
same time. They are related lo one another in many ways. The more 
protective and the consumption effects cut down imports, less the revenue- 

SrlvJ ^ of course, the tariff may be so 

prohibitive that it yields no revenue The more subsiantialy the terms- 

fiT® change and lower prices abroad rather than raise them at home, 

redistributive effects. If the revenue effect is- 
of trade balance of payment is determined by the terms- 

Conclusion 


production, raise revenue, redistribute income 

the balantse expands employment and alter 

available others and more equitable devices 

distorting the purposes do not have the undesirable effects of 

Subsidiefdn eniiafi resources and limiting consumption. 

oufJLc ® They stimulate output with- 

out restricting consumption. Direct taxes and transfers are superior to 
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griffs for redistributing income within a country. Thev achieve the 
desired results without or with less distortion in production "and consump- 
tion. Finally, employment and balance of payments objectives should 
oe approached with monetary and fiscal policies. If any thing tarilfs 
can do, something else can do better. Still the movement for tariffs is 
strong because producer interests in particular are more politically 
powerful then consumer and producer interests in geofraP. 

QUANTAXn'E RESTRICTIONS ^ 

Quotas. Quantative restrictions, usually talcing the form_.of guota 
restrictions^ plac^ a lim^it on the importation of a particular product 
or group of products in a given period of time Quotas restrict 
imports either by value or by quantity. In terms of foreign CKchange 
savings, the limitations by value, will be the most predictable in its 
consequerces 

Effects of Quotas. In case a country possesses a fair idea of the 
shape of demand and supply curves involved in a particular commodity 
and finds them not particularly inelastic, it will not find much difference 
whether it imposes tariffs or quotas. If the quota is set at the volume 
of imports which would result from the imposition of a given tariff, the 
protective, consumption and redistribution effects will be the same in 
ei her case. In the figure, for example, a tariff of 5 percent or a quota 
of 10,. 0000 tons would each have the same effect in raising the internal 
price, reducing overall consumption, limiting import:;) and encouraging 
domestic production. 

There is, however.Jone considerable'difference between a tariff and 



a ouota even when the conditions underlying the market are 
This is in the revenue effect. Under a tariff area a b^d will be. 
collected as government revenue in the importing country, ^f a quota 
of 100,0000 tons is laid down, the price of imports is greater than before. 

I. Charles. P. Kindleberaer : International Economics. (Homewood, 
Richard D. Iiwin. 1968 p. 128). 
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Who (Will capture this increase cannot be determined in advance. If the* 
importers have a monopoly of the trade and the exporters are 
unorganized, the importers may succeed in obtaining it. If the exporters 
are effectively organized and the importers not. the terms of liade may 
swing against the country as the foreign exporters hold up the price. 

In terms of oflfer curves the situation can be set forth as under : 
If Britain, with the offer curve. OB limits its import of wheat to OD, 
the terms of trade between clothing and wheat may be OP' or OP" or- 
any price. 



of bilateral monopoly —with a monopoly buyer and' 
“tbe outcome is theoretically indeterminate. The- 
Of tfadc afc either more favourable or less favourable to the 

If the importers capture it. the terms of 
is elasti^ >niproved by a quota to the extent that the foreign offer curve 

Reasons for the Introdaction of Quotas. 

on/i protective and redistribution effects are the same under quotas 

that elasticities are not zero, why did quota, come 

-V Kindleberger provides three 
some commodities on which quotas were 
TTn^#>r ^ position abroad was almost completely inelastic. 

increase the price in the 
reduM the volume of imports. The only effect of 

sovemment trade and to gain revenue for the 

a countrv ^ foreigner. While under ordinary circumstances 

of trade improved and 
more enlarged, the countries during the thirties were 

secured to be theTdeal sJlutio”® “ “ "'“™ «“<* • 


D. Irwia Economics, (Homowood, Richard 
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Secondly, quotas are used widely for protection and redistribution 
of income because the shape of the excess supply curve in exporting 
co.sntries is unknown. How much of a tariff increase will prevent a 
price decline abroad from spreading to the tome country? It is 
diStcuU to answer this question if there is a single price abroad for 
dcinesiic and export transactions. It may be impossible if foreign 
pioducers practice price discrimination and dump exports at prices lower 
than those in the home market. The possibilities of such dumping 
fovides part of tbe inspiration for the quotas. 

Finally, an administrative reason helps explain the introduction 
of quotas. Tariffs had lost their value as an emergency measure because 
most-favoured-nation clauses and other restrictions limited its efficacy. 
Extreme circumstances called for extreme remedies, but the tariff was by 
this lime a fair-weatber device onlv^. 




Quota Problem — Advantages and Disadvantages 
Most economists stress the disadvantages of quotas to the almost 
complete disregard of possible advantages. It is pointed out correctly 
that quotas found to be restrictive and administratively much more 
changeable and arbitrary as contrasted with tariffs, which are altered less 
frequently. Under these circumstances quotas are most expensive for 
consumers. They further establish the monopolies of the consumers of 
importers or reduce competition among foreign suppliers. Finally quotas 
introduce wholly arbitrary new dimensions into international trade. 
Exports and imports are determined not by the price svstem but by 
fiat. Decision^ about imports and exports are made by personal 
decision rather than by the impersonal forces. The chances of retaliaj ioP 
are greater in personal decisions than in impersonal lorc^ THusUriff 
and quota appear to share the characteristic of being directed by visible 
hand, quotas are impersonal with respect to what countries and what 
dealers may share in trade. The visible hand is likely to be guided by 
consideration other than efficiency and maximization, fairness, equity 
and justice may be used to decide what is bought in what amounts from 
what countries and by whom. These considerations are not unambigous 
tbe same way that a price is, nor is it even likely that agreement can be 
attained from different interests on what constitutes fairoe^. The use ol 
quotas is a step backwards towards the economies of middle ages and 
the fair price. 

These arguments are powerful. But we must give the devil his due. 
In the first place, quotas are being compare J with international tr^de, 
not as it has been in the real worli but with a model o* ^ 
international trade system based on perfect competition area 
full employment. This is far superior to a system of quotas During 
the war years quotas are used extensively. Their attraction is . 
especially when the countr>’ is facing deflationary pressure from a 

London market in the 19th century served as ^ 
distressed goods could be sold at some prices. This g 

1. Charles. P. Kiodleberger. International Economics p. 134, 
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British consumers and for foreign consumers. It may be argued that it 
was hard on British producers of import competing goods and foreign 
consumers. But British producers of these goods had for the mo>t part 
gone out of bunness and factor mobility was inefficient to enable tne 
resources conserved to shift into other lines. Under these ciroumsunce;. 
cheaper imports iraoroved the terms of trade and the distress side of 
foreign producers were welcome to the Britishers. 

In the world of less factor mobility, less specialisation and with an 
important volume of resources engaged in domesti; production of an 
imported article, distress sales from abroad are less t- ’erable. Resources 
cannot be shifted out of domestic production temp 'rarily later to be 
shiited back again. The tariff is a poor device to give temporary 
protection. The quota is under these creu ostances the only possible 

oasis lor defence of the domestic industry against the sudden and drastic 
aecime m its income which the society regards as unfair. 


This IS not to say that quota is not abused and brought into play 
in many circumstances when it is not appropriate. In some, domestic 
rwources are uneconomically, employed and should be moved. In 
others, what appears to be a temporary change due to a cyclical swing 
IS real y more basic and should evolve an adaptive response rather thau 
a temporary enacting off of trade. 

either that a more fundamental alt.-ick on the 
rJtriAnl” 'V* superior to the use of quota Two such po.ssibililies arc 

^ident. To prevent depression abroad and to increase the mobiliiy of 

at home either or both these courses of action should be 
i circumstances, however, resources arc 

wonw ak- depression abroad occurs, the economist who 

la abjure all use of quota fails to take account of the realities. 

mus7^ot mitigate the effects of deflation abroad 

Sime to support for their use incase of inflation at 

balToM abroad is outside the control of the counirv with the 

inflat.’/., deficit. Domestic inflation is not. Quotas are 

the difliiniii* ** ^rable in a world of depression. It comp )unds 

from domestic inflation. The dictum that Quotas 
to. than alternative line, of action is never more npon 

:&XnerroU^«tloTaTbV^ 

one h?nd and Siott rftSl? »" »“= 

domestic monSpoIy ^ potential 

international priw plufthc larifT ^ Tf > 

to level, it will los? «.I=‘s''?o addmo"a:'.-mp“ts!° 


'«ctual one. f he domStTc 


a tariff intOva 


rmmnopoiy 
of imDortf 


estic monopoly into an 
ise its price secure from 
greater importance for 


144 


INTERNATIONAL ECONOMiCS 


manufacturing than for agriculture. Liberalization is a weapon against 
monopuiy even it a quota is replaced by an equivalent tariff. 

Export Restrictions 

Restriction of exports is a means of improving tne terms of trade. 
In this case, the terms ot traoe are of maior concern. This is in 
contrast with the import quotas wh-re the principal interest generally 
attaches to the price effect for domestic producers or the balance of 
payments eilect brought about oy tbe reduction in the quantity of 
imports. The condition for successful gam from import quotas is 
inelastic of local demand and the elastic foreign supply. Export 
restrictions flourish when domestic supply and foreign demand are 
inelastic. Only in the limiting case wnen de;r.an.^ is perfectly elastic, it 
is impossible for a country to improve its terms of trade by restricting 
exports. 

It is well to be clear on this point. It pays a country to bum its 
coffee, dump sugar in the sea. plough its cotton, kill its pigs or latter 
supply off the market when the demand curve facing the producers of 
a country is elastic. That is, it pays producers consumers, whether 
in the country, or abroad or the world as a whole, lose in real terras. 
In the case of over-production and inelastic demand, however, tbe 
redistribution of income from consumers to producers brought about by 
export restriction may act primarily to restore the position which 
existed before an increase in supply redistribution income in favour of 
consumers and against the producers. 

Given perfect knowledge of the slopes of demand and supply 
curves, an export tax would’be as effective in improving tbe terms of 
trade as the restriction of production or export. To this extent import 
and export restrictions are idcnticil But export restrictions schemes fad 
and export taxes defeat their own objects as more frequently than do 
tariffs and quotas on imports. The reasons are several. The inelasticity 
of demand is over estimaied. The strength of potential competition 
abroad is under-estimated. 

Demand is more elas'.ic in the long run than in the short run. 
Given time substitutes can be found and other sources of ^uppy 
developed. Since the demand involved is tbe demand abroad^r 
exports of a given country only, the monopoly must be airtight, 
export restrictions can be counted a sure thing. Rubber plants in ' 
encouraged production in Indonesia. The United States attempt to P 
the world price of world cotton in 1930 gave rise to alternative sou 
of supply i.i Egy pt and Brazil. History is full of commodity restric 
schemes which failed because a new and high price exerted an ^ 

over foreign producers and encouraged tbe expansion 
Brazil’s attempt to maintain the prices of coffee have encourged o p 
in Columbia, Gautamala, Nicarrgua and lately in Africa. 

Sometimes it may happen that some of the 
accumulated by control authorities turn our to be blessings m disgui . 
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different circumstances. The enormous surpluses of wheat and cotton 
accumulated during 19i0, by United States were useful in World 
War n. 

Export restrictions have come out to be respectable substitutes for 
import quotas in a number of ways. Sometimes it is believed that export 
competiton is so intense, that it leads to selling exports below costs to 
country’s disadvantage. Export restrictions are imposed in order to 
prevent the loss of goods needed by a country or to keep down the 
price of a raw materical at home. The major reason for prefering export 
restrictions to import restrictions is that reduction in the quantity of 
exports involves an expansion of exports by value. It is undertaken only 
when foreign demand is inelastic and expansion of the value of 
exports works as the balance of payments and nation income in the 
jame fashion as income in the value of imports. 


COMMODITY AGREEMENTS 


History of international trade is replete fwith unsuccessful inter- 
national commodity agreements. These agreements have their origin in 
the inelasticity of both demand and supply. In many of the commodities 
concerned which result in large price changes for small shifts of demand 
or supply schedules. In addition there is a claim of primary producers 
that the long run terms of trade run against them and give them less 
than “adequate, just and equitable” prices or as a U.N. resolution puls 
It. a less than a fair share of world’s income. But even when they start 
out or limit the range of prices and income fluctuations, international 
commodity agreements end up trying to raise commodity prices They 
all fail because the elasticities are high in the long run even though low 
in the -short run. In addition, prices which might have stabilized the 
market under existing conditions, prove far high because of the 
agreement itself. Believing in the' future stability of prices, producers 
expand output which lowers costs in turn and reduce the appropriate 
long run equilibrium price^/^ 


Price inelasticity of demand for primary products is due to many 
reasons Some products, like wheat, rice, coffee, tea and cocoa have 
only a few major producers in International trade and the demand for 
the commodity itself is price Inelastic. In others, the demand is derived 
and all derived demands are less elastic than the demand for the 
products m which they are embodied In still other products, involuntary 
cumulation and dccumulalion bring about substantial shifts of 

demand at all times price 
*®.^ause the market expectations of buyers and sellers 
are linked rather than independent of one another. 


supply of agricultural products is 
nature of the production process and is low in the 

nrodu l<^“eer periods for crops 

V Substantial shifts may occur as the 

bounty of nature vanes. Whatever the reason, primary products subjects 
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to ihort run inelastic demand and supply vary widely in price. A U N. 
study concludes that the average of price of 50 primary products 
examined from 1900 and 1950, moved annually on the average, 

14 and 70. 

Increased price stability has much to commend it. The difficulty is 
how to achieve it. In some commodities where supply is variable because 
of crop failures or gluts, a certain amount of price varibility is useful 
in stimulating expansion after short crops and contraction after long, 
hut extreme fluctuations should be avoided. These commodities lend 
themselves to agreements which set maximum and minimum prices, 
with a range between maximum and minimum quan ities to be imported 
by the consuming countries in periods of shorlage»/^ 

It evidently makes a substantial difference how wide the gap is 
between maximum and minimum prices and between the buying and 
selling prices of the stock piling authority and whether the fiuaace for 
these operations comes from the exporlln" ountry or importing countries. 
The wider the price range, the more the instability, the higher the profits 
of the stabilising agency and the m.ore the private price system is 
permitted or required to work Whether finance is provided bv exporting 
or importing countries affects balance of payment stability. Either 
arrangement equals affects income in the primary producing country but 
if slock piling IS financ-d by the exporting countries then balance of 
payments gets no benefi:. Infact the balance of payments may be more 
unstable than before. It the volume of exports fluctuates widely, 
foreign exchange receipts will vary despite the added stability ot price. 

To maintain imports in these circumstances by finincing unsold exports 
through dificit financing will inevitably exaggerate the fluctuations in the 
trade balance 

Similar stabilising effects on domestic incomes and destabilising effects 
on the balance of payments and world prices can be obtained from 
export taxes in periods of boom and subsidies in periods of depression. 
There is infact no dilference of substance between an export tax and the 
policy of buying cheap at home and selling dear abroad. 

The world is faced with serious dilemma in the area of primary goods 
prices. The position is satisfactory with respect neither to their variability 
nor their trend The under-developed countries compliin that it « 
futile to give them aid for economic development with one hand and to . 
depress their commodity prices, which ‘ reduces their capacity to import 
with the other. But the world is far from having a solution. A group ol 
the United Nation Experts called upon to determine what the adequate, 
just and equitable price was, claimed that it was the long-run equih^um 
price which would dear markets over lime. But there seems to be no 
way to determine the appropriate long-run equilibrium price, and even 
of these were, the strength of the producer’s in erests and the short gun 
profit motive may lead to the fixing of a price above it, and tne^Bi^ 
set b/ tne existing producers always seems to be high enough to enc^- 
age the entry of new producers whose output in time leads to the coiiap>- 

of the entire scheme. 
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In short, international commodity agreements do not work The 
coffee agreement of 1957 started out with seven producers and added 8 
more in Latin America plus the French African Community in 1959. 
In I960, other African producers joined to bring the total number of 
producers to 28. But the system still does not function. The world 
production rose despite the agreement and price fell. In 1962. a major 
attempt was made to renew and broaden the -agreement and to police 
It through import controles which would exclude new from countries 
outside the agreement. 

The demand for commodity price stabilisation continues to be 
insisted particularly on the part of the developing countries, which 
depend upon export proceeds for capital equipment purchases. In these 
circumstances it is idle to consider a number of theoretical questions 
about commodity agreements such as whether these should be 
commodity to commodity or cover a large number of commodities at 
once, whether they should be applied . co-'tinuously or only for 
transiliona! periods, when fundamental structural change wer-beimr 
carn^ through to a new equilibrium portion. These and s mila? 
questions demind aitendanc; until international commoditv asreemenii 
reach the equihbrmrn price raih r than merely a higher price'and until 
^ooomic scieoce finds mcdos of dcierfniDiDg it. 

Bilateral Trade Agreements And Bulk Buying : 

Tr disruptions caused by the depression of 1930 and the WorM War 

® use of international agreements to - . Mulate 

trade. Some of these agreements have evolved from clearing 

1 required because of the exhaustion of intemaUonall? 

h trade surpluses. Others arose from the 

quest of the government for an oudet for a given surplus or rxeesTto a 

countries like Norway 

embrawd bulk buying and selling by governmenis as a means of 
Sl.cl“ai“„1ies arisTnI'abrSLd””'”® '’^“Srama.a against intereferanca from 

contraefs 

actual purchasing and selli -g was don- for Bovernmi-?r*c ^ States 

or not production is underlak.n in govemme^^^^^^ 
others, such as the trade agreements between 
the one hand and the sociaS“c?OSSes ® her 

countries merdy agreed in advance to issue e»r*nr? I- western 
speciBed materials without guaraoteeine the a list of 

question or the prices at whilh iey wiU®be*nK 
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may be reflected in a lower price. It is argued that bulk buying should 
bring lower prices in the same way that private firms offer discounts for 
quantity because of the certainty they afford to production. 


It may be aiked, however, that assurance for the buyer may not at 
the same lime be assurance for the seller. In the buyer's market where 
the goods are in oversupply, a bulk contract provides a certain outlet 
for the seller, but involves the buyers in paying more than the market 
price for his supplies. In a seller’s market, on the other hand, buver 
get guaranteed access to supplies at reasonable prices but the seller 
becomes restive in selling below the world market. If the buyers use 
this market alternative fairly rapidly and contracts are renewed by brief 
pauses between, the bulk buying contracts may assist in the preservation 
of stability. If. on the other hand, long-term contracts and in random 
fashion some imes in periods of loss and sometimes in periods of high 
pric:s. the effect of bulk buying may merely be to shift prices 
disconlinuously in the wide range almost as wide as free markeU 

The clash of interest between the buyer and the seller has on 
occasion produced a stalemate. Since the collapse of the Korean boom 
in raw material prices, however, the>e has been much less interest in 
bulk buying on the part of the major industrial nations. 

TRADE AMONG SOCIALIST COUNTRIES 


After its birth during the turmoil of First World War, Soviet Union 
considered Itself to be the only socialist State. It openly proclaimed its 
intention to smash the capitalist States ultimately. 
birth, it felt great fear of extermination by capitalist Stales 

Hence its prim .ry objective was to strengthen itse^ so that it could with- 
stand the pressure exerted by capitalist States and one day could be in 
position to exert pressure on them. Hence trade vvas used as an 
ment to achieve self-sufficiency or autarky. Sales of traditional 
whedt, timber, furs, manganese and so on. were 

machinery which would make the country independent of supplies. 

The Soviet Union succeeding in achieving its objectives except the 

of rubber and wool. 

However th; end of Second World War witnessed the unparallc ed 
expansion of clmunism as an ideology. China, the largest P^^ 

country, became communist m 1950. By this time faUst 

nations had been engulfed by the tide of poh^ 

nmn became a big family. Soviet Union could not persuc po i y 

oV autarky. It was necessary for socialist countries to special 
exchange among one another. 

Soviet planning with its emphasis on balances is regard^^ 

as biased against balanced foreign trade. to make 

target means holding back on exports Ji . in seven 

good gaps in the plan But foreign trade in independent 

countries becomes even more difficult to regulate. Such regulation 
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teen atlemp!ed by COMECON, the trade organisation of Soviet block, 
it has not met any distinct success in finding a fundamental basis of trade 
among members. Meanwhile, trade continues on an adhoc basis, and 
even that gives rise to problems of deciding what countries export and 
import what commodities, at what price, and balancing the national 
value of exports against the value of imports on a multilateral basis. 

One way out for the Soviet block could be to trade with each other 
at world prices This has proved difficult in practice. For bulky 
commodities, it is not clear what the world price of a commodity is in 
Eastern Europe, until a decision is made as to whether the Eastern 
block would export or import that commoflity to the West. The question 
of transport costs remain insoluble. Jt is not clear whether it should be 
added or subtracted. Even more difficult is to decide the question of 
quality for differentiated products. Can the East European car compare 
the American or Italian car in quality. One inleresting finding has been 
made. Studies of the prices actually used in Eastern trade suggest 
that the Eastern countries frequently trade with each other at higher 
prices than those at which they trade with the west.' One could 
explain this discrepancy though trade discrimination policies followed 
by these countries. One could also refer to the “custom union effect” 
which has produced an island of higher block prices than those in the 
outside world. Finally one could explain this discrepancy by the intense 
desire to balance exports and imports and consequent arbitrary adjust- 
ment of prices after trade. 


Kindlebergcr provides an explanation which shows his faith and 
p western system. Hence it is rather unfavourable to 

the Soviet block keeping in mind this, we shall quote Kindleberger on 
the problem of what goods to trade. “Part of the difficulty lies in the 
ack ofan efficient price system at home in each country.” Real prices 
used in consumption and production differ widely because of heavy turn- 
over taxes, which are added to imports and subtracted from exports to 
make it possible to trade abroad at a l at arbitrary exchange rates. But 

adjusted for taxation, they fail to reflect economic 
capital IS not regarded as a factor of production, capital 

cheap, over-produced and exported 
nrif»c the system as whole. Planning techniques without 

^mnni^rc ^ shadow priccs, becomc too complex, even with 

bv an tn one commodity in one country is matched 

the value rtf ^ the value of all exports equals 

are solved in ^ multilateral basis. These issues 

owrate wX^^^ The Soviet block tries to 

monetarv sv«tem «h- /ejecting scarcity values, and with a 

ins to hold^rrtiiKi uns^jsfkctory so that its countries are unwill- 

mg to hold rouble balances. Thus for it is making slow work of it. 


i. 
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COMECON has organized trade in ways variou ly described as “absolute 
advantage” or ”empiricism”, and resolved conflicts at the ‘‘highest 
political level’, all the time seeking and failing to find an objxtive, 
scentific basis for ini. rnational socialist specialisation.* 

Economic Warfare. 

In normal peace lime the Stale interferes in international trade to 
maximize its fconomic well-being The State also interferes uhen it is 
faced with a war or with a threat of war. As such it may attempt to 
limit the output of another country, particularly of materials of war. 
Another Slate can attempt to depress markets m foreign countries for the 
sake of encour?ging world revolution Some other may do the opposite 
to achieve the success of the capitalist system. In this situation, it becomes 
difficult to distinguish whether a country is selling abroad to depress 
world prices and thus make economic warfare against capita'isi countries 
or to persue a comparative advantage, including, on occasion, getting 
rid of '-'irplus production. Thus the Soviet Union has been accused of 
atternp'me to wreck the West by dumring wheat (in 1932) and since 
World War II on various occasions, tin aluminium, and oil. While it is 
natural lor western competitors in these products to regard the Soviet 
sal.^s as politically motivated, careful observers have in each cas: found 
an economic reason for selling which carried more conviction None* 
i!ieles«. while improbable, the possibility exists that one could u^e its 
povvc! .^ of purchase and sale in international markets to achieve non- 
military political designs as another. 

Fconomic warfare has been witnessed more frequently. The purpose 
of trade corrpletely undergoes a change. It becomes subservient to 
military consideration. In war. a country aims at the complete surrender 
of the enemy and attempts to create maximum destruction in the enemy 
country. In the economic warfare, the objectives are not loss harsh 
Thev arc to harm the enemy in the maximum manner. The weapons 
usually include blockade, preclusive buying, agreements with neutrals to 
cut off trade bevond the range of blockade. Preclu.ive buying is most 
interesting, since here the objective of Stale trading is not to acquire 
what a country wants but to prevent the enemy from getting access to 
it. In frequent cises. as in the rival attempts to buy tungsten and 
wolfam in Spain and Portuaal. a chrome in Turkey prior to Turkeys 
entry into World War II. the effect of the rival preclusive buying is to 
divide supDlies much as before, to raise the price many times, aoove its 
original relative value, and to expand output. In some cases, such ^ 

Sweedish ball-bearings, purchases were made to keep supplies 
the enemv : and the goods were mainly stored. Blockade rumj'IJg 
British Mosquito aircraft could carry only a few tons of goods per trip 
in addition to their diplomatic traffic. 

What wr* now witness is termed as ‘cold’ economic warfare. 
wai fare blockade may pot be imposed by force of arms, but every 


1. Ibid. p. Uv 
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atlempt will be made by a country to deny to its potential enemy those 
goods which are of extraordinary strategic interest to the latter's armam- 
ent needs. The gain in slowing down the rale of armament of the 
potential enemy, however, should be measured against its cost. Where 
DO credit is extended trade is a two-way balanced affair, and the restric- 
tion of exports involves a restriction of imports. Success in the denial 
of exports should, therefore, be weighed against the impact of the loss in 
imported goods. 


Economic warfare is effective if specific industries and specific 
programmes are hit as planned. The impact of the economic blockade 
may be exaggerated. More important the blockade itself may not be 
imposed in the whole-hearted manner. Even if it is imposed, it may 
not affect the surviving ability at all. The oil sanctions against Rhodesia 
against Italy in 1935 failed in their objectives. To make a 
blockade effective, certain conditions must be satished Firstly, small 
shippers should not replace the large suppliers because they may be 
overlooked. Secondly, the blockaded commodity must be us;d for 
essential purposes. For instance, the blo:kade against Rhodesia failed 
ecause oi irnports were nomally used for non*essential purposes, which 
coufd be eliminated without harm to the economy. Finally, substitution 
«i! .materials is made by modern technological advance. Consequently 
the denial to an enemy a potential quantity of materials for a particular 
n ustry might result in diversion of other resources to that industry. A 
developed and technologically advanced country can easily make such a 

Tv •'^Por'ant to weigh the potential gain in 

one’s"own^ position of the other country against the cost to 

the'de'term;I?iVirt!l'?*^ industrialised economic blockade may intensify 
the wintTwLnM ^ mdustrially. As such, after industrialisation 

daogerous. The better strategy from 

cn4v soTat hP°r.” potential 

weapLs aSd ‘ ^P ^^e determination to develop his own 

weapons and thus becomes easily responsive to economic warfare. 

East* West-Trade. 

have «e“e’Ji„®ra?n,oTpW oTcol/t"'‘ 

sysiems It is very difficuU emeciallv different economic 

trading with Soviet Union’as fhe former United States to have proper 

prices, wh ie the later d?aIs^ th^rm.oK^l 

United States has imoosed trading organization The 

reasons. Uniil recently ^it absofuielTn “ 'iself because of political 

Soviet Union and the Extern block ThT ^-, '®V 

8*ap,s. S,i,. auspioiooa between 
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political dependence of one sided economic advantages, of predatory I 
dumping, of grave difficulties of settling the disputes 

The West feels that Soviet Union because of control of trade may 
squeeze a customer. This complaint was voiced by Commun*si China 
against the Soviet Union. But there are several complaints in ihis respect 
against the Western countries also. Perhaps each stron i country tri.s to 
squeeze its customer if it can. The threat of ceasing supplies is very real. 
Both communist and capitalist countries face this danger from each other. 

It is raised by mutual suspicion and this threat will persist until some 
international agency stronger than super powers emerges. 

Kindlererger mentions that the West would like to buy output of the 
sophisticated Soviet space organization, particularly rocketry. This 
complaint rests on the contention that the Western price system does not 
infacl appropriately reflect relative scarcities as between primary and more 
advanced products. It may happen that the economic prices at which 1 
various goods are traded in the West give large gains from trade to the 
East. But it can happen that a country's utility function is more complex, 
and includes not only its own income, positively, but the pains of trade 
of its partner negatively. In this case, for example, the West would be 
willing to trade with the East and enjoy gams Irom trade only if the 
gains of trade the East were taken into account. The West restricts trade 
with East mainly on the ground that the East gains loo large an advantage 
from it. 

The threat of predatory dumping haunts many Western countries. 
They feel that Soviet Union will sell oil for Western Europe crieaply and 
replace all other suppliers. When it succeeds m doing so. it will raise the 
price. But it is assumed that other companies will have business when 
prices are lowered and will not come back when they are raised. These 
assumptions are quite unreal. Perhaps the real explanation according to , 
Kindlebeger lies in the fact that Soviet oil production is excessive and the 
pressure to market in Western Europe comes from distress selling, which 
comes from excessive investments in oil and gas because of planning 
error. 

Besides these difficulties, other problems expanding East-West-lrade 
stem from w de differences in system, the difhcuhies in achieving miuual 
understanding, and especially the absence of surplus goods in the East 
available for sale. To a very considerable extent, East-West trade has 
been kept down by inadequate eastern supplies, while the blame has 
been ascribed to Western p 'licies. Eastern countries want to 
purchase on credit, and there are obvious limits on how far it is sale 
to go^ 

Price Discrimination and Cartels. > 

Price c iscrimination does not involve disregard of the price system. 

It is instead a manifestation of the workings ol the price system 
particular conditions of monopoly, monopsony and separation of relaiea 
markets. Competition is imperfect when the number ol firms is small 

I, Opcit, p. 143 
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and the individual firm can control the price at which it sells or buys. 
l*rlce discrimination occurs when the firm sells at different prices to 
different buyers. 

Price Discrimination between Markets. 

In a single market only one price prevails. Price discrimination is 
possible only when there is more t..an one market. This can occur in a 
fairly limifed geographic area ; for example, the different prices charged 
for first run, second run and country movie houses, for professional servi- 
ces of doctors, lawyers and others depending on the patient’s or client’s 
income, and for the same article in a fashionable area and a fsrfiung 
area. In international trade, however, markets < re already differentiated 
at a minimum by space, and may be further separated by differences of 
customs, habits, language etc. 

If a seller has access to two separate markets and can e.xercise some 
control over price in one or both, it will pay him to sell at different 
prices if the elasticities of demand in the two markets differ. A policy 
of identical or flat pricing as two markets with different elasticities 
means that a higher marginal return is earned per unit sold m one 
market than in the other. The profit of the seller could be increased by 
shif.ing sales from the less to the more elastic market. 

Price Discrimination. 

This can be shown by the diagram given below. The average and 
marginal revenues in market A and B are shown. The A curves are to 
the left of the vertical axis and run from right to left. The B curves 
.perform in the usual manner. A shift of QQ' from market A to market 
B will equate marginal revenues (Q'u=Q'w). This will result in price 
discrimination, a higher price (OPa) in A, the market with less elastic 
' demand, and a lower price (OP6) in B, with the mo.e elastic demand. 


market- A 


AVERAGE & MARGINAL 
REVENUE PER UNIT, 


MARKS T-B 



•ARi 


€NROf UNITS 


o.sommrmy s,a 


I because the seller enjoys a quasi 

monopoly position and he can. because of monopoly, or few compeiiiori 
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or cartel agreements, fix his price. Higher, price is charged by the 
discriminatory seller in the market with the less elastic demand curve 
and the lower where demand is more elastic. A maximum return it 
reached when the seller exploiti to the full through price discrimination 
the inelasticity existing in etch seperate market. The limiting case is 
reached where the seller singles out in a separate market each potential 
buyer and charges him what he is willing to pay as a maximum for each 
unit. In these circumstances, the seller captures for himself the whole 
area under the demand curve. The difference in the delivered prices 
between two markets cannot exceed the costs of transportation between 
them. If the differences were wider than this amount, it would pay 
other to undertake arbitrage, buying in the cheaper market and selling 
in the dearer On this account price discrimination is much more 
prevalent in heavy products than in light. 

Discriminating Monopsony. ^ 

The monopsonist may be a big company, or a State trading organi* 
zation which goes in for bulk buying. It is an organization big enough 
to take account of the effect of its purchaser in raising the prices it pays 
for goods. Accordingly it will shift purchaser from the less elastic 


f 



source of supply to the more elastic and pay a lower price in the former 
than the latter, in ordc*r to reduce its overall cost. It will equate the 
marginal cost of supplies in the two markets. It should be noted that 
the cost of transport is included m the price the buyer pays. 

Price Discrimination and Public Policy. 

The competitive solution is identical prices and equality of mar^nal 
revenue and marginal costs. But when a firm is large enough 
its price, it may charge high price in the export trade than that ebargea 
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at home. It just fies itself on the following g ounds : — 

(a) Profits are maximized. 

(b) The level of domestic prices is held down. 

(c) The competitive position of the specific industry miy be • 
improved. 

Such discriminatory pricing results in : 

fa) Uneconomic utilisation of resources in the selling country which, 
produces too little arrount of the specific product. 

(b) Higher costs for the foreign consumers. 

(c) Incentive mav be provided to develop capacity in the particular • 
indiistry which is not econom«cally iustified. 

Charging the same price or flat pricing is justified brcause (i' it does 
not involve the risk of advers<“ retaliation, (ii) it has a ring of fairness 
about it. Purchasers cannot complain of unequal treitraent, (iii) good* 
will is earned and as a result of all these long run profits are maximized. 

The short run profits arc high in discrimitatory pricing than the 
flat pricing. 

Dumping and Reverse Dumping. 

Charging diffTcnt prices in different markets is called “dumping**. 
Originally the word dumping implied the selling by a manufacturer with 
an unsold supply in a market in which he does not normally sell, in order 
not tn break the price in his own market. Similarly the case of a 
roanufiicturer who sell« at a higher price abroad than at home is 
Imown as “dumping**. This is called the “reverse dumping*’ implication 
being that he is dumping in the domestic market. 


— Dumping is simplv price discrimination. It takes place when the 
emand abroad is more elastic than the demand at home It arises 
only because of the monopolistic element in the home market In 
rewrse^umi^g the demand abroad is less elastic than the home 
emand. whethpr because competition abroad is less keen than at home 

SiellcfVSy u '^ase. it is possible to exploit the 

at foreign market by higher prices abroad than 

at home, balancing marginal revenue in the two markets. 

a comoanv ^«rious kinds. Sporadic dumping occurs when 

to disSise Sf distressed goods on its hands which it wants 

its norma! market. For the company 
wh^erfit w?n#f ^ more elastic than the demand at home, 

regarVth^ cost ‘of quasi-monopolistic posiWon. Or it may 

excluding transooris rntt alr^dy sunk (i.e. marginal costs 

the goods for afythiog tha?’cSte’re\'i?zS‘.‘ '** 

costs^but^orhv^'JJ^**^"® i\ at a loss (as measured by average 

Mmnetition ^ to drive- 

p tition, or for any other short-nin cause. Predatory dumping 
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is follo*ved by an increase io prices after ihe market has been established 
or the compititioQ overcome. To engage in extra costs, to advertise, to 
establish a dislrioution system, and to obtain any acceptance of the 
product in the new market leads to increased selling costs which is 
almost same as predatory dumping. 

Persistent dumping occurs when a producer consistently sells at a 
loA'cr price in one market than in another. As a rule, this occurs when 
the firm regards two markets dilTerenily from the p^ini of view of 
overhead costs. Suppose that average variable costs are low relative to 
averag; total osis, and that average fixed costs can b; covered in the 
domestic market. Additional sale at any price above marginal costs in 
the foreign market will increase the profits of the firm. Ii may then 
pay a firm to dump persi-stenily. Most economists regard persistent 
dumping as beneficial to the importing country and harmful to the 
exporting country, in which consumers are charged a monopoly price. 

Price discriminatioo, which takes advantage of different demand 
elasticities in different export markets might be called difierential 
dumping ; it is more nearly akin to tariff discrimination, applying 
different rates of tariff to imports from different countries. To achieve 
equilibrium of the firm, marginal revenue should be equalized in each 
separate market, which means a variety of different prices. 

^Most economists regard dumping as a vicious policy, much more 
to be condemned than tariff. The government, it is fvli by them, may 
discriminate between foreigners and citizen^* for common good, but the 
private trader in a position to discriminate, is a monopolist, in whole or 
in part, working for his own interest. As such, discrimination by him 
in foreigners and citizens is unjustified. 

Cartels J 

A c irtcl is a business agreement to restrict competition in matters 
of markets, price, terras of sale, conditions, and so forth The content 
of cartel agreements, whether implicit or set out in formally negotiate 
documents, mav differ. Some such as the electric light cartel, maybe 
concerned sviih fixing prices ; some with pitentsand some with condiiions 
of sale. But the essence of them all is that campeiition is limttcd by 
international business agreement. 

Business agree.ments occur in standardized products costly to 
transport, in raw materials and some primary products subject to 
inelastic demand and inelastic supply, and in some highly differentiate 
goods such as pharmaceuticals, and complex chemical such as rayon, 
nylon, synthetic rubber and dyes which operate within the sphere o 
patent control In addition, shipoing services themselves are likely 
have their rates regulated by so-called shipping conferences. 

In most of the products covered by these areas, entry of new 
competitors is limited, and exit is unlikely.' Entry may limited ^ai^e 
of a natural monopoly, as in mercury, nickel, sulphur, potasn, e • 
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because of the large amounts of capital needed to get started from, 
scratch, as in oil or aluminium ; by government regulation, as in pepper, 
quinine, rubber, coffee or by patent control, as in dyes, photographic 
supplies, optical instiumenls e;c. fcxit is limited by the fact that large 
amounts of capital are involved and the govemnunls in que.^tion cannot 
afford to withdraw quietly from the business in case of losses. The 
result is that when price competition does occur it is likely to be 
cut tbroat in character and self-defeating. 

Cut throat competition is a phenomenon of oligopoly or a limited' 
numbe r^ of bu yers, A p edatory price cutter can sc metimes free oilier 
concerns out of ousiness if he commands larger resources than his 
competitors, but price competition is self-defeating. In the c ligopolistic 
case, price cutting genernlly ceases through an agreement to maintain 
prices well before any firm has come to the end of its resouces. The 
perfect competition can hardly exist in the oligopolistic industry. 

The economist would prefer the midway of workable competition. 
This implies that price cannot get too high because new entrants will be 
encouraged to come into the industry and may do so unhindered by 
capital costs, patent restrictions, lack of access to raw matvial, or other 
barriers ; and that in which price cannot get loo low b^ause existing 
firms will be encouraged to quit and to shift their eRbrt into other 
more profitable lines. 

Qaitgl Policy. 

« ^ * 

Sometimes it is said that cartel cannot endure without^_governmcnt 
support. Sometirhes private cartels are regarded superior to inter- 
governmental agreements because private cartels dissolve under the 
impact of diverse interests of individual producers. Public policy . 
could take three shanes ; it could ignore them, attempt to break them, 
or adjust to them softening their worst features. . 



The classical policy of laissez-faire implying no regulations by 
authority ignores cartels. But this policy is outdated. The assumption 
that cartsle can be broken up is more idealistic, because it is difficuli in 
practice. The third alternative would involve publicity for written 
agreements among firms and certain limitations on the content of such 
agreements, such as forbidding the decision of markets and restriction 
on entry. It also would involve restraint in the exercise of monopoly 
oligopoly power. In the present slate of economic theory, however, 
no concensus exists as to how cartels should be regulated. 

Commodity Price Stabilisation. 


concerned about commodity prices 

madTiiTfosi h« instability was 

1900 to 1952 study which pointei out that from 

14 nemvnr a product prices rose or fell fr9m on the average of 

in MDort n necessarily imply a change 
p proceeds since the volume of exports can move in the other 
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direction, but the data showed that the volume of exports tended to 
move less than price, and often in the same direction, to compound the 
instability. 

It has been widely agreed that instability of export proceeds 
complicates the problem of economic development by interrupting the 
flow of imports, and hence of domestic investment Care studies 
by Mac Bean, howeser. lind investment in the less developed 
countries to be in ulated from in^tab^lity in export prices by a 
number of factors : ofl'>eiting volume changes, expenditure forimports 
out of foreign exchange reserves, and restriciions on imports of consumer 
goods. Howeser, instability is definiicly undesirable. 

The causes of instability in primary products can ba summarized 
as changes in demand or supply reacting against inelastic supply or 
demand'eurves. Moreover, planting can take place in response to one 
set of price signals, and harvest occur under difficult circumstances. 
With products of long gestation, such as tree crops, and including 
esptcially coffee, cocoa, rubber, theie are strong coowebs or lagged 
responses When the price rises today, pUniing cannot affect supply for 
five years or more. This may mean five years of high prices, and high 
olaniing before a large volume of supplies presses on the market and 
drives prices down. 

In min raU, the instability tends to arise from variation in demand 
which is subject to cyclical s.vings and from speculation, both of which 
run demand up and down against a relative inelastic supply. In some 
commodities, particularly sugar, much of the world output is traded 
under preferential arrangements oui>idc the world market, so that the 
spil over of changes innaiurtl demands and supplier impinges on a 
relatively small woild market which exaggerates price fluciuaiions. 

Remedies for Price Instability. 

Several remedies for price instability have been offered. These 
include the schemes for fixing maximum and min mum prices, (r>) 
buffer stock plans, (c) export quotas and (</) vaiious lioancial 

measures. 


The International Wheat Agreemer t fixes maximum prices at which 

the exDoriing countries guarantee to make stipulated amount of wheat 
available to the importing countries, and minimum prjees at wbicb in 
imoorting countries agree to purchase fixed amounts of wheat frotntn 

exporters. The range between is left for the price system to id. 

to encourage output when crops are short, arid to ne 

periods of glut. The system can work only if governments 

men a limit is reached, to make available exports 

price as to purchase imports at the minimum. 1“ so 

wheat agreement have been almost coni inuously ,o 

that the United States and Canadian govcrnmeiits have 

make wheat available for export below domestic J,^® 

States. The narrower the range between maximum and minimum p . 
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of course, the more nearly the system approaches a system of export and 
import quotas ; on the other hand, the wider the range, the more nearly 
this scheme resembles the free market. The object of the exercise is to 
forcast and agree on a range within which price will fluctuate most of the 
time, with the limits coming into operation occasionally to moderate 
extreme swings. This objectives, however, has not been achieved. 

Buffer stock arrangements call for an international authority to set 

a range of prices, and to buy the commodity at the minimum ano sell 

at the maximum. If its funds are too small and the price rests lone at 

the minimum, it will of course be unable to hold the price up. If its 

stocks of conirnodity are limited, and the price stays lone atiheceilinc 

It will be unable to hold the price down after it runs out of supplies! 

hel^ger Its resources, the more effectively it can carry out its tasks* 

iuv Schemes ceased to stabilize when it ran out of tin and w is 

obhg d to let the go up. * 

Export quotas are perhaps more a device for holding up the trend 
ot prices than for stabilizing variation around an equilibrium level In 
•conee, agreement among major producers of Latin America and Africa 

^ exported, although if the price were to 

be quickly accomplished in 
View of the heavy burden of accumulated stocks. The need for an 

international agreement arose because export restrictions by the maior 
supplier, pazil, encouraged expansion of output and even new entry in 
part of other Latin American cjuntries. The central feature of the 
agreement is that quotas are policed by the importing countries. 

quesiion raised continuously by the less developed countries has 

^ room for 

comm^Hv’ With more than one, and even with all maior 

coramodiiies m international trade. The F.A.O. people have talked'^S 

.ataZI m inlcriatiLal tradi 

x.“hl5 commodity backing for iotcroational money 

xjiincr lor its own sake, or as part of monetary reform. *uvucy, 

agreements'^W^ii impossibility to make commodity 

■^uiSr^'t^ V,U”aldTo'n^,o;‘t^“? difficult to^stS'Vb" 

fng be?a universally ZT&i^cIa ^ush-* 

firoduction in new ’areas to undertake new 
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The rationale of dealing with many prices at once is that each 
country will be willing to agree in price supparts for the other fellow if" 
he is getting his share. Presumably it is easier to negotiate the whole 
network of primary product prices than to take them or one at 
a time 

Implications of Free Trade 

The classical writers argued that the free trade might generally be 
expected to sec ire th- highest possible degree of economic welfare . 
We shall examine the implicitions of this proposition. 


Free traders stress the advantages of frej trade as a means of 
securing both the maximum possible economic output and the best 
possible allocation of gjods for the consumers. There are gains 
resulting from reallocation of factors of production or of consumption 
goods. There might be in addition efficiency gains resulting from a 
more efficient substitution of fact ors within a firm or industry. These 
gains take two forms First, there is a gain from increased output. 
Second, there is an improved consumption pattern. 


Let us first take free trade as a means of securing the maximization 
of output. If Britain has a compar^ivc cost advantage in producing 
cars while D.nmark h^s a comparative advantage in producing butter, 
in Britain more sacrifice in terms of alternatives forgone is required to 
produce giv^-n amount of butter than in DenmarK. If prices m 
Britain and Denmark reflect relative internal production costs, then n 
Britain cars will be relatively cheaper and butter retatively dear. Wh-le 
in Denmark cars will he relatively dear and butter relatively cheap^ 
Now if trade is opened up. in the absence of transport is, Bntain 
^irgiin by concentrating on more of its resources on car productm^ 
and importing par of its requirements from Denmark. Denmark 
pain by concen^trating on butter production and importing cars from 
Rr iain^ The shift of resources in Britain from butter into car production 

some or all the advantages of international division of labour may 

be lost • I 

In welfare economics we are concerned with 
and not with the marginal private cost 

nroduction decisions are taken on the basis of the p flight 

S^Wa^rcosts might well diverge from social costs^ A 

cause considerable congestion '^jlht create^ a social 

j^'sons rm "^eatiing automatically to 

output maximization. 
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Firstly a producer’s monopoly in one industry might cause the price 
of that product to be higher than if monopoly were absent. Secondly, a 
production subsidy on some products and not on others could cause 
price-ratios to diverge from cost ratios Thirdly, differential rates of 
internal taxation might bring about a divergence between price and cost 
ratios. The other conditions making possible the divergence include lack 
of market imperfections, the possibilities of internal economies and 
diseconomies and the price or wage rigidities. If one or more of these 
distortions Is present, price ratios will not accurately re6ect marginal 
cost ratios. There will be a distortion of trade. We can express the 
equilibrium position as follows. In each country 

Price of c ars jjjjThe marg inal soc i al cost of producing cars 

Price of butter ~ The marginal social cost of producing butter 

However, in so far as authorities successfully offset some of these 
distortions by taxation and other reasons, they are not interfering with 
the free operation of market forces, but restoring the market situation to 
what it would have been in the absence of distortion. Prof. Meade 
describes policy measures which aim to restore the true laissez-faire 
nosition as constituting a policy of modified laissez faire. If laissez- 
faire. leads to monopoly — as it might — the result could be less than an 
optimum one. Perhaps the creation of an ideal trade position sometimes 
requires more than simply the creation of laissez-faire. 

FREE TRADE AND THE OPTIMISATION OF CONSUMPTION 

Free trade also secores the optimisation of consumption in the 
absence of distortions. If Britain is well endowed with the factors 
newssary for producing cars relatively cheaply, in the absence of trade 
British residents will be faced with relitive abundance of cars and 
Relative scarcitv of butter. The opposite will be the case in Denmark. 
In this situation, Britain is prepared to sacrifice more cars in order to 
w additional supplies of butter than would Denish consumers. To 
British consumers margins! utilitv of butter is higher in terms of cars 
than to Danish consumers. Accordinglv the price of cars as compared 
to the price of butter will be lower in Britain than in Denmark. 

If trade between the two countries is opened up, Danish residents 
take advantage of the relative cheapness of British cars while British 
^idCTts teke advantage of the relative cheap Danish batter. Now 
British Tridents gain since the marginal utility of butter in terms of cars 
to them IS high, and trade enables to obtain butter on most favourable 
terms. Danish consumers also gain since in their case marginal utility 
of wr in rehtion to that of butter is high. The flow of cars from 
Britain and that of butter from Denmark enables consumers in both 
vnntnes to improve their consumption pattern. It should be noted 
that improvement in consumption occurs irrespective of any change ir 
output of either country. No movement of factors from one industr* 
JO the other industry takes place, yet free trade enables the residents in 
Doth countries to obtain greater satisfaction from the spending of a 


162 


INTERNATIONAL ECONOMICS 


given income. But as in the case of output maximization, the advantage 
from free trade will occur to the consumers only if in each country price 
ratios accurately reflect marginal utility ratio that ii if in both countries 

The price of cars _ Tbe marginal utility of cars 
The price of butter 1 he marginal utility of butter 

The imperfections in the market conditions or the distortions made by 
the government may not let this happen and divergence between price 
ratio and marginal utility might occur. If this thing happens, trade, 
then, does not necessarily create optional condition for consumption. 

In the optimum situation then the domestic rate of substitution 



between two produ:ts in consumptioi will equal both the domestic rate 
of transformation and the price ratio AA represents A's production 
possibilities frontier for wheal in terms of cloth and the line TAB the 
international exchange ratio between these products. In the absence of 
foreign trade, domestic production takes place at a point where NTA is 
tangent to the curve AA But given the trade, co.isumers in country A 
are able to move the line TAB If they move to the point which is 
aoove and to the right of the point of tangency of NTA with the 
production frontier A A, they are clearly better off as a result of trade. 
They can consume more wheat and more cloth. 

The concept can better be explained with the help of community 

indifference curves developed by Leontief Kaldor and Scitovsky. 
Kaldor has defined community indcfference curves as the locus of 
points repres-’niing a constant real income for the community as a whole. 
In the figure ClCi is the indefierence curve for citizens of country t. 
The total satisfaction yieided to the communiiy at point A is equal to 
that at point B. The community is indifferent whether it consumes OB 
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of goods + OP/E goods orOV/G goods + OW/E goods. Of course 



combination B to A. To the community 
nr^r u I ^ combination of goods represented aiong CICU is 

interests might 5>ject to the change in the 
^othfr nuf goods represented by a change from one position to 

Since the total quantity of goods is greater those wha 
£ ">?“ '•ho lose whuf sUll reSg br“ttr off 

= ss:? - 
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ferenccs with trade Vich would ^mprow 

«)uatnes. This is not to suggest tha^ anv between 

improves welfare. Some tra^ barr1l4 
poor in the protecting countries to 111 ^ rich 

mteroationally from imDoveri«h«»ii^.si.f Z-®** ibeir borders, ana 

Imows the distribution of* income ih»re is *iu^ wealthy. Unless one 

that a movement away from free* trade L^w *^*‘*®vc 

on that it will improve it. worsen the welfare position 

For ?“y g^vc^“di^?S^oS°more'1s''te^^^ income, 

distnbution .moreover, more is bette'ir^SanX s/n« ?he"re'*is^°o“ 
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presumption that free trade worsens the distribution, there is a 
presumption that the total welfare position is superior when efficiency 
is higher than when it is lower. Secondly, the rich are more likely 
to have political power and to exercise it than the poor. In 
consequence tariffs are likely to favour the rich, and the removal of 
tariffs, the poor. If the internal welfare function calls for shifts of 
income from rich to poor, there is a second presumption in favour of 
freeing trade. The sum total of these two presumptions, however, is 
not sufficiently high to make an overwhelming case. 


Part of the difficulty is that the price system both allocates resources 
and distributes income in the country as well as internationally. It 
then tends to produce a maximum of efficiency, to the extent that it 
operates effectively, and achieves a distribution of income and welfare 
between countries. This welfare distribution is not necessarily the 
optimum For the same distribution of welfare, free multilateral trade 
produces more welfare all round than autarchy. 

The market in a competive society represents a collective judge* 
ment different from the arbitrary decisions of government, monopoly, 
or a foreign country. An adverse decision administered by the market 
gives less ground for retaliation through market forces or through 
extra market action. Thus, the strongest arguments for free multilateral 
trade with considerable degree of competition is that it gives an objective 
basis for the allocation of resources and the distribution of income both 
nationally and internationally. 


However, if a country is more advanced technologically than the 
other and of greater economic (+ political) power, then ffce trade 
may represent an optimum position for the existing distribution o 
income, but welfare may be capable of increase through a redistrubiition 
of income brought about by trade barriers. If tariffs are justified by 
the international redistribution of income from a rich country to a 
poor the alternative method is to adopt free trade and Internationa! 
income transfers. If the country agrees that welfare should be 
transferred to the tariff imposing country, let the country which has a 
tariff applied against its products adopt an offsetting subsidy. The 
price distortion produced by the tariff will be concaeled by the subsidy. 
One counlrv taking imports and the other country subsidizing them is 
equivalent to a subsidy from the second to the first country, or an 

international transfer. 


For example, at the United Nations Conference on Trade and 
Development in 1964 the developing countries suggested the removal ot 
high taxes on coffee, tea and cocoa imposed by the European Countries. 
Originally it was thought that it would expand consumption and 
devf loping country’s exports. But some argued that removal of import ^ 
taxes by Europeans will be replaced by export taxes imposed by the 
developing countries. Thus Europe would lose rev^ue 
developing countries would gain revenue. Production and consumption 
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would still be ineffcient, but the shift of tax revenues from the importers 
to the exporters would be equivalent to foreign aid. In short, the 
inter-governmental economis assistance is superior to the optimum 
tariff, as it accomplishes that sought after transfer of welfare without 
distorting production and consumpiioD. Thus the conclusion ; there 
is nothing a tariff can do that something else cannot do better. 

The German Schv>ol has consistanly regarded free trade as the 
ideological weapon of the dominant country. This, to a large extent is 
a function of the value judgments. If these call for a reolstribution of 
income from the rich to poor country, the free trade optimum position 
in material terms would not represent the desirable position in terms of 
welfare. 

Free trade is necessarily non-discriminatory trade. And the case 
against discriminaiion is a solid one. If the less developed countries 
require hslp to get a start to achieve economies of scale, subsidies are 
better than tariffs that are relaxed in a discriminatory fashion. 
Perhaps even better than export or manufacturing subsidies 
by the developing countries would be import subsidies by the 
developed country, having the international distribution of welfare in 
mind. This is perhaps perfectionism. But non-discriminatory trade in 
which imports are bought in the cheapest market and sold in the dearest 
to the extent needed to equalize prices ^adjusted for transport costs) 
is the efficient ideal. If the price system is allowed to produce efficiency 
and transfers are undertaken to achieve international equity, the slogan 
of “trade, not aid” -which would distort trade in order to redistribute 
welfare better-does not stand up. 

THE CASE FOR MULTILATERAL TRADE 


In a world of more than two countries the case for free trade becomes 
a case for multilateral trade and convertiable currencies. If free trade 
takes place only between pairs of #:ountries and, because of inconvertibi- 
lity, each segmment of period trade must be in balance, the over all 
criterion for a free trade maximum of efficiency is breached. Goods 
will be bought in markets other than the cheapest and will be sold for 
less than the dearest price. This follows because of the necessity to 
balance. If a single pair of countries shows an export surplus for 
A and an import surplus for B, will all buyers and sellers maximizing 
their gain, balance will require the redistribution of A purchases from a 
cheaper source to B, ora shift ofA-salestoa less profitable market 
than B. 


MuUtlaterlism requires convertibility. The export surplus earned 
Dy A >n Bs currency must be converatiblc into C*s exchanee to 

incurred by A in trade with C. The difficulty 
lotet-connectcd trade balances is that the maintenance of 
Th/rnr^«^ countfy s Currency is not solely within its capacity. 
cnnv/TtiwJlf country with which it has export surpluses must bo 

hST MnJf 8^°®® deficits. In a system of intci- 
locxea export and import gross balances, convertibility requires that 
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maintained overall balance simultaneously or that 
SMnd7n“ ^ >* prepared to 

r^tTrot defitKs""^ 


We mav adopt an historical approach and conclude with a quota- 
Jion from William Woodreiff’s “Impact of Western Man’’ ; “Especially 
important in England was the ideal of “Free Trade.” “Free Trade” 
was identified with civilization ; out of greater international co-ordina- 
tion would come the economic cosmos of the world ; “Free Trade” 
was peace and progress ; “Free Trade” would provide a natural 
harmony and order in human affairs... Britain in its trade policy was 
bv no means altruistic ; it was not in regard for great economic truths or 
high moral purpose that led to abandon the protection of its agriculture, 
industry and shipping : it was the hope of economic gain. Yet some 
of the noblest and ablest minds in Britain belitveJ in the dream of 

“Free Trade” and not for pecuniary reasons alone Free trade 

proved to be an illusion. Its fault was the overwhelming importance 
it gave to economies : especially in its attempt to apoly to the world 
something that was built up or premises specifically En'Iish. But it 
was never a mean illusion, and it helped and strengthen the commercial- 
ties binding nation and nation ” 

ARGUMENTS FOR PROTECTION 


In snite of the intellectual case for free trade, much of ihe history 
of trade between coun'ries consists of attempts to impo^ barriers on the 
free movement of goods between the nations. Some argum.-nts for 
protection are non-cconomic. e.g. the establishn ent of a domestic 
aircraft industrv is o^ten supported by political rather ih in economic 
arguments Undoubtedly there are many cases of this kind, where 
political considerations must be given due weight but the ecanomic 
c^nnsiderations should always be balanced against the political benefits 

of a project involving protection. 


Spurious Arguments. 

Haberler speaks of these arguments as untenable. Among such 
arguments is the plea that iniernational trade is fair only if the domestic 
tariff attracts the low costs enjoyed by foreign producers. It this were 
taken to its logical conclusion all international trade arising out of cost 
definitely would cease. 


Almost equally untenable but to many people emofionally attractive 
is the idea that it is immoral for a country 1 ke Britain p import the 
products of cheaper countries, not because this trade is •°JU>’ious to 
British interests, but because it is harmful to foreign labour. It is 
morally wrong for British consumers to encourage the growth of sweated 
labour industries, in one sense countries. The fallacy of the argument s 
that low paid workers in foreign countries will be e''®® if 

importing countries refused to buy their products. Jf abnormally hig 
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profits are beiog made out of the sweated labour abroad, these might 
theoretically be a case for interaational action among importing countries 
insist on reasonable working conditions by refusing to bring the 
products of sweated labour unless the conditions were improved. 

It is extremely misleading to make money wage comparisons between 
countries without taking into account also the differences of labour 
productivity. Thus GATT has estimated that in 1964 Italian 
productivity per worker in cotton yarn manufacture was one quarter of 
that of U S.A. In India, production was only 17% of the USA. 
Furthermore, in some sectors of production it is misleading to compare 
only direct labour costs, there are only a few products where other costs 
can be neglected. For example, according to the GATT study, in 
Hongkong direct labour element in yarn production accounts for less 
than 10% of the cost of the final product. Although many employees 
i-i low wage countries may be working in bad conditions for poor pay, 
this is not universally true. Often workers in the export sector enjoy 
conditions more favourable than in factories catering for the home 
market. 


I^t us speak of some more tenable arguments. Amongst those to 
b: taken seriously is the infant industry argument. Among free traders, 
the infant industry argument his traditionally been regarded as one of 
the most acceptable justification for interference with free trade. The 
basis of the argument is that a country might have a potential 
comparative cost advantage in the development of a certain industry. 
But simply because of an earlier start the industry had be.’n developed 
in another country to a point where it would be impossible for a newly 
estaHished industry to compete with it. In this situation a tariff might 
be necessarv to make possible the development of the indu‘:try in the 
country where it has the potential cost advantage. In such a case 
refusal to grant protection is tantamount to neglecting the potential 
advantage of an international division of labour based on comparative 
cost diSerences. 


^ There are various reasons why in the absence of a tariff a new 
industry in which a country has a potential cost advantage would never 
be ^tablished. In the first place scale economies might be impossible 
while the home market is supplied from abroad. Secondly, a country 
might possess a labour force potentially superior to that of another 
country m a particular occupation. But several years of learning mieht 
^ required for potential skill to become actual skill. In such a case 

devLnM''*^T^ protection in which these skills can be 

if the protected industry is sufficiently larae, 
economies external to the firm might be reaped. For examole if a 

establShinff sufficient size, it becomes worthwhile 

colleges and research centres. These 
produce a feed back leading to further economies for the 

® ^riff might assist industries other 
than those directly protected. If protection results in expansion of 
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domestic induslries which In turn leads to lowering of costs and prices, 
firms in industries using the products of the protected industry also 
gain. 

The theoretical validity of the infant industry argument has hardly 
Seen challenged. Free traders stress that, it is generally difficult to 
identify in advance industries in which a country has a potential 
comparative advantage, there is also the danger that the tariff 
protection once granted becomes difficult to remove. Who is to decide 
and by what criteria, when an industry can stand on its own. For these 
reasons free trade economists are reluctant to approve tariff building on 
infant industry grounds. Once an infant always an infant. 


Often it is argued that since an industry might make substantial 
losses for a period of years while it is establishing itself and before it 
begins to yield a profit. The community should support it during its 
loss making infancy. Now if this is the only reason for protecting an 
infant, it is not a very strong one and if the industry is expected to make 
a profit eventually unaided, there is no final reason why it should be 
subsidized by the state. 

We can then summarize the criteria that must be satisfied if fh® 
infant indusry argument for protection is valid by stressing the^ 
considerations. First, economies resulting from protection must be 
external to the firm. Secondly, there must be some dynamic clement m 
the model, that is to say. competitive position of an industry must be 
expected to change over time following the granting of protection. 
Finally, the present costs of protection must not exceed the size ot 


future gains. 

This argument becomes stronger when it is applied to under- 
developed countries. Almost by definition, the under-developed country 
is likely to be reaping the full gains from its potential comparative cost 
advantage If ihe*^ cLntry dots not exploit to the l^ull us compara ive 
cost advintage, not only the country but 

poorer place. Accordingly the case lor protection as applied to the less 
devdoped countries dels not deny the validity of the Pnn^.p e of 
comparative cost advantage. It rather argues that a better distribution 
of world output and resources might eventually be secured it the country 
is given the opportunity to develop industries in which it has a potential 
but not yet an actual comparative cost advantage. 

Protection might enable an infart industry not only to reap 
internal and extern il economies of scale but also to gam 
from the training up of a skilled labour force. When a range 
.-rdrotSted! thi gain is likely to be even greater. The fo™ f a“d 
backward leakage effects, i.e . eff^ts on using 

will he even Stronger, There might occur certain lateral and honzonmi 

eff!IL«! These'Sr when the "growth of an Ule 

demand for complementary products, eg- the dcvelop^nt « a cy^® 
industry is likely to encourage also the growth of firms makings 
dyu^aiotSt plastic saddle bags^ etc. 
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' THE RATIONALITY OF A DOUBLE STANDARD OF MORALITY 

IN INTERNATIONAL TRADE 

All underdeveloped countries have a major interest in maintaining 
and increasing their exports, though as far as possible along more 
remunerative lines. All of them, farihcrmore, are compelled to use the 
whole of their export proceeds, foreign crediis, and aid so as to keep imp- 
orts up to the highest levels. From this point of view import restrictions 
in underdeveloped countries are simply shift of import demands from 
some commodities to others, and generally to goods needed for economic 
development. They do not imply a diminution of total imports. Their 
import restrictions and export subsidies do not, therefore, decrease, 
total world trade. 

Their dependence on high export proceeds and their need to use 
Them all for imports arc caused by political necessity of economic 
•development. Import restrictions are forced upon them because of their 
development policy in the context of their unbalanced economies. 
-Besides, their protection does not cause a fall in their total imports, 
should make it easier for the rest of the world to recognize as 
•legitimate the desire of underdeveloped countries to apply a policy of 
protection. 


On the other hand; protection in an advanced country, with no 
•foreign exchange worries will, however, restrict total world trade, since 
in such a country there is no mechanism whereby a restriction of the 
imports of one group of commodities is automatically compensated by 
in imports of another group. The United Stales has herself 
lollowed a policy of protection though she has urged others to liberalize 
u F- Kenan exposes the United States policy in the 

lollowing words “tconomic protectionism is not only an anomaly 
but It is a ridiculous and ignominious expedient for a nation of our 
j stature. What was right and necessary for a struggling 
underdeveloped country can be a form of infantile escapism lor a 
Wong and ostensibly mature one."‘ Professor Jacob Viner makes the 
iti® point more bluntly, “We should not use foreign aid as conscience* 
money payments for our tariflf” and ; “A reduction of our trade 
Darners, which afier fifteen years of being whittled away still 
remain lormidable, can be of greater benefit to other countries than all 
muc^-adverlised grants, loans and technical aid.”* Thus, there 
V® to believe that American trade liberalisation is 

— ^ slie can afford it 

ana she would gam m the long run as a consequence of her liberal policy 

raUnn.!5‘cK'^t underdeveloped country should 
it wmSJi^K export subsidies because 

interest of the world. On the contrary it is in the 
general interest that they should be a ble to develop their economies as 

'• 2Sd 'Rowr,?^”r29T*‘- 

2 , P/oL Jacob Viner. quoted by Gunnar Myrda!, 1 b id, p. 290. 
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raoidly as possible, shortage of foreign exchange and, consequently, 
interferences with their foreign trade, are incidental to a policy direct^ 
towards this goal ^ In this connection one may doubt whether absolute 
equality prevails between nations. If it does not prevail, it should not 
be assumed to prevail for the sake of behaviours. In such a case 
behaviour following on the presumption of equality would be unjust, 
unequal and arbitrary. Equality of treatment is equitable only among 
equals. All that the under developed countries ask is that in the name of 
reducing barriers to international trade, they should not be denied the 
fullest opportunitv to develop their enconomy and to choose and to 
decide for themselves the most appropriate measures for the purpose.* 


Tn this connection the best that the developed countries could do for 
developing country vould be to u«e their bargaining power against them 
with greater consideration and. in particular, to stop virtually forcing 
them to import goods «hich they do not want, either because they can 
produce at home or because they feel that they have no place in a national 
programme of imports for economic development. Such a consideration 
in commercial policy would be a substitutes for the aid and credits 
which they are not getting. 


The main point U that developing countries are quite in a special 
position as long as they have not caught up 7;^ . 
countries or for this reason a double-standard morality 

trade is rationally motivated*. They have not only good reasons but 

virtually forced to control their imports and subsidize their exports 

indeed to practise systematic protection— if they are not to give up their 

drte for economic development. Their contribution to raising the 
orive tor econom f increase their 

ZTlontSc ‘nonef/s, “Indu^Tng comLreia. poUcy , in suah a way 

r toZuTthe maximum rate of economic growth.* 


Why Protection in Developing Countries ? 

The developing countries are engaged in the process of economic 
lu xlic he faster involves large imports of capital goods 

m"mp.ion IZtir anJerpeda"ny to luxury goods, and give 
free e ntrance to imports of capital goods. 

1. Gunnar Myrdal, Opcit, p. 291. 

2. Sir. N. Raghvan Piltai. quoted by Gunnar Myrda . Ibid. p. ZVI, 

3. Guinar Myrdal, Ib/d, p 292. 

4 Gunnar Myrdal Ibid. p. 292. 
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Besides this immediate reason to preserve balance on forei^. 
exchange front, there are a number of reasons flowing from their 
peculiar circumstances that justify restrictions for protection purposes, 
in developing countries. 

The developing countries face the difficulty of building internal 
demand imultaneously with supply. Import restrictions afford a means 
of creating the necessary demand for a particular domestic industry. 
They create a sizeable internal demand for a particular commodity, 
without the necessity of waiting for the slow and difficult growth of 
entire economy. Further Ibis way is simple to operate and can be 
adjusted from time to time and the actual expansion of domestics 
production. 


Secondlv. underdeveloped countries lack the industrial basis which 
implies a great difficulty for economic development. But this fact also 
leads to increased externa] economies from an individual investment — 
^<lvantage accruing to others and mostly future industrial enterprises. 
This should also be a sufficient reason for subsidizing industries. Not 
simply the external economies increase, but productivity of labour 
increases and a balanced regional development lakes place. 

. Thirdly, the existence of large and almost permanent surplus makes 
It vitally necessary to draw them into production. The produced goods 
could have been purchased cheaper abroad hut they then would not 
nave created employment. From a national point, of view the 
differences between what tbe workers actually produce — measured in 
terms of the prices of the excluded imports -and the decrease in total 
production caused by their withdrawal from their previous unemployed 
status (which might be zero or even negative) is a clear gain, though 
part of the gain will be a higher level of consumption of workers drawn 
into employment-^ The existence of surplus labour in the export 
industry as well as in the import-competing industry will motivate an 
extension of investment and production beyond the limit where wage 
costs are fully met by tbe export proceeds. This becomes important 

1? develop new export lines on directions where demand 

elasticities are high and the demand trend rising. 


Fourthly, the structure of internal costs and prices in underdeveloped 
wunt^ tends to be lopsided as between industry and agriculture in a 
that hampers industrialisation, if industry is not protected and 

compensating import resiriciions and export 
Thl?* « * ® system of multiple exchange rales having their effect * 

worw/S earnings of agricullura! and industrial 

inHiiSL’A *5® comequentlv differing labour costs between 

ry and agriculture afford a rational reason for industrial protection. 

EuroM of the United Nations Economic Commission for 

curope views the issue similarly when i t says.” 

^“^«™lional Ecouomy [N'«\vyork Harper and Raw. 196i 
Gu nar Myrdal, Ibid, p. 277, 
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‘The case for industrial protection in the relatively retarded countries 
ot Southern hurope goes beyond the traditional “infant industry” 
argument. It has rather to do with the fundamental lack of balance 
between industry and agriculture in these countries. The existence of vast 
surpluses of manpower in agriculture creates a s tuation where money 
costs of production industry are higher in relation to agricultural 
money costs than is warranted by comparative real costs in the two 
branches of the economy Under such conditions, the exchange rate 
at which the foreign account tends to be in balance would be ooeat 
which industrial costs tend to be systematically non-competitive w.th 
foreign costs, and vice versa for agriculture.”^ 

All these lead to the conclusion that investment is less profitable in less 
developed countries and hence may not be sufficient. In fact the essence 
of the situation is that the market forces do not themselves engender 
development. Therefore, interferences in the price system are called for 
in order to make investment and production along selected lines profit- 
able. If successful these interferences will release a cumulative process 
with a momentum to continued development.^ 

Many solutions are possible in order to start and sustain the 
development process. One method could be to give direct subsidies 
out of state treasury. But this would be difficult to implement. Taxes 
in sufficient amount would never be collected. Besides, the developing 
country already has to go for import restrictions because of foreign 
exchange considerations. Thus protection becomes the chief desire to 
accelerate development. 

The objective should be to attain self-sufficiency in an increasing 
number of production lines. Export subsidies are apt to meet more 
dislike abroad than impart restrictions Incase import restrictions are 
imposed without having a protective purpose but in order to save 
foreign exchange by curtailing consumption, they have to be 
accompanied by suitable fiscal and monetary measures at home. This 
leads to the necessity of thorough planning in granting protection. For 

instance these considerations should be studied ; what particular 
industries should be protected and to what extent ; how to prevent 
demand from spilling over from the foreign goods that are kept out to 
alternative domestic projects— ffir example luxury products ; and more 
c^nerallv how to prevent the diviston of resources fr->m the lines they 
should ■ follow according to the development plan. The element of 
surolus labour, which is a valid reason for subsidy, has to be looked 
into carefully ; there may be alternative uses where the relative producti- 
vity is different. Likewise, the effects on external economies must be 
carefully estimated and compared.^ 

To conclude in Gunnar Myrdafs words, “The interferences are 
there, and are a necessary result of embarking upon a development 

1. Quoted by Gunnar Myrdal. Opcit. p. 2/8. 

2. Ibid. p. 279. 

•J. Gunnar Myrdal, Ibid, p. 281. 
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policy. The real and practical problem is only how they should most 
effectively be planned and most wisely carried out.”^ 

Tariffs and QoantitatiTe Restrictions in relation to Developins 
CouBtries. 

In order to push its development, an underdeveloped country will 
normally be bound to restrict imports of consumption goods in order to 
devote as much as possible of its available foreign exchange to buying 
capital goods. The necessity to maintain and eventually to raise the 
standard of living among the people would call for import of certain 
consumption goods in preference to other consumer goods. Especially 
the luxury goods would have to be drastically reduced. The tendency 

wiU be to produce at home and substitute for Imports everything it can 
produce at the same prices Thus, the need for a proper import 
policy, IS vital. ^ 


in ^ technical point of view, import restrictions assist 

1 ?^ • demand basics for a nev industry. The consequent 
iDCTease m the internal price of the products susuins the development of 
ladustey* A general flat duty on all imported products which 
can produced at home would achieve import savings and encourage 
dWer^ particular industries. It would also remove tL 

?icA^ ^ agriculmrdl and industrial costs. Besides, it would 

but would not worsen the terms of trade as 
devaluation would. It would generally promote industrialisation 

.is 

level7bur^L®nIr*!?“-^°“*^ regular tariffs fixed at different 

stlblc than .legislation. They are mo?e 

conveniently ShtSeed ^ ^ ^ano^ types as the latter can be 

stimulate dir«t ®fore?Kn /nvistm^""' stability would 

uncertainty associated ® with foreigners dislike the 

windfall gains are ereater with^n^^l^^>''t• Moreover, the 

appropriated by importers This^wnnVd^'*J!® controls and are largely 
restrictions. ^ would also go against quamitative 


internajtl^eUrrde whfch‘*fs“i^lS?s!«t*°“ExDlrt'L^ a stability in 
countries are uncertain and th^ earnings of developing 

I. Gunnar Myrdal, Opcit. p. 281. 
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direct trade and payments controls as quite regular means of commercial 
policy. 

In practice the quantitative controls lead to more and more rules 
and develop into a very con plex system. The chances of corruption 
increase and business morale deteriorates. First symptoms of the 
disease are visible in administration. From there they spread to the 
entire body politic. Industrialists and businessmen are ebcouraged to 
go in for shady deals instead of steady, regular business. The whole 
atmosphere becomes dirty and quick profits become the watch words. 
Apparently politics and society are duly affected and the psychological 
foundation for development planning and its etticicnt execution is 
destroyed. The system breeds contempt and heaos towards a total 
collapse. 

Keeping in mind above arguments, Gunner Myrdal suggests 
that underdeveloped country should impose restrictions by regular 
means of tariff or for multiple exchange rates. It should avoid 
quantitative restrictions though they are flexible. However, since it 
cannot avoid quantitative restr/ctlons, it should simplify and rationalize 
direct controls and should gel them administered with scrupulous 

honesty. 
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fora?k.i!2'’co!Sm™Ma!‘ke”’:*' „arke.a. Examine the need 
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The Theory of Costoms Union. 

r€S“'"as“:fSS"“= “• 

or it mav"h^°^ ’'"y ‘“volving one commodilv 

the ^ complete, encompassing the abolition of all restricttnn« 

treatmem “of glod? imLnedTo "■= Preferential 

?hrrnrin®^"e“s^a^ 

may change. iraue may 0- aOectcd and the rate of growth 

theory:"kfom''Cer’a'’“oLwbmio“^^^ *? '““o®’ "®°p 

out. a ous“ ms unfen may ha« UoS H~. a, Viner poia.eS 
«mce it combines elements of detrimental effects 

protection. Thus thoueh the freedA^f^rtp elements of incteasco 
statM get increased protection in the u mcreased. member 

O^trimenta. effects. The ox^tenee^'of a'taVil'lSjpuf 11“ ex”iS'5^^^^^ 
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imperfect market. Besides the customs union combines elements of free 
trade wiih elements of protection, so it can be dealt with traditional 
welfare theory which concerns itself with the optimum condition for 
welfare maximization. Assuming a perfectly competitive world 
economy, the best situation is free trade, because this will satisfy the 
Pareto optimum conditions which are defined by the equality of all 
marginal rates of substitution and transformation for any pair of 
products and for all individuals. 

However, the existence of tariff makes it impossible to achieve such 
optimum conditions — tariffs distort prices— so a theory is required which 
will deal with the conditions for improving welfare rather than 
achieving the best possible (i e. a onstraint maximization problem), 
such a theory dealing with sub-optimal conditions was developed by 
Meade, and later restated and generalized by Lipsey and Lancaster— 
“the theory of the second best.’’ The second-best theorem can be 
stated thus — if in an economy all the optimum conditions for welfare 
maximization are not fulfilled simultaneously, then a change which 
increases the number of conditions fulfilled does not necessarily 
increase the welfare of that economy. The effect on welfare of 
fulfilling one more condition will depend upon the circumstances of 
each case. 

Welfare theory does not permit interpersonal comparisons of 
utility to be made. Thus, if the formation of a customs union makes 
one or more persons better off. but also makes one or more persons 
worse off, then we cannot say whether the net effect on aggregate 
welfare is good or bad. We can re^ch a conclusion concerning welfare 
only if the welfare changes arc in the same direction or if it is known 
whether or not the gainers can compensate the losers fully. 

This is extremely relevant to customs union theory, because the 
formation of a customs union will chance the pattern of production, 
consumption and trade between and within the member countries. Also 
it is likely that changes will take place in the distribution of income 
between and within member countries leading to alternation in the 
distribution of economic welfare. \ 

(/) Consumption will be affected, the existence of discriminatory tariffs 
under the customs union will alter the previously existing price structure 
in such a way as to make imported commodities from the rnember 
countries relatively cheaper compared with domestic commodities and 
with imports coming from the outside world Ci.e., rdative to the 
initial pre-custom situation). Because of this relative pnee structure, 
consuinption will shift towards imports from member countries and 
away from domestic goods and imports from non-members, so altering 
the efficiency of consumption and causing welfare changes. j 

(//) Production will be affected as well bv the relative price 
changes. Some industries will find that demand for their product has 
increased due to the elimination of inter-member tariffs and they may be 
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able to increase output and gain economies of scale, thereby increasing 
the efFiaency of production On the other hand. inefTicient domestic 
production of certain goods may be stimulated by the existence of a 
external tariff higher than the previous tariff level and this 
will have detnraental effects on the productive efficiency. As a result 
changes in the level of welfare and its distribution will take place 

(Hi) Trade will affected in the short run in such a way as to 
increase the scale of intra-union trade and decrease that between the 
union and the rest of the world. In the long run. the volume of trade 
between the union and the rest of the world will probably increase and 

faster than if the union had not been formed. This 
would be the case, if for example, the formation of the Union led to 
taster growth rates amongst the member countries leading in turn to a 
rising demand for import from non-member countries. Increases in 

economic welfare of the members but 
wuse a fall m that of non-members- Inspite of this, the long run effect 

Misted had the union not been formed. It will be an extremely 

gains are great ^ough 

to offset the short run effects on world welfare assumine^for the sate 

losses in welfare suffered by the rest of the world 
are greater than the increases enjoyed by the union memSr?. ^ 

bad”'^^ ““nines (which'is graera'lfy reSrded™^ b^flig' bld““ oSi 

regional “‘*““ntage. (i.e., from high to low cosf 

improvements in the efTiciencv of short run 

welfare will have increased. ^ o* production and consumption, then 

Effects on Production. 

production a^ordSg“toThepriicbIes^f^°^ countries to specialise in 
increase their efficiency. advantage and so 

^noimesdue to a larger 

K SZ, ssss, M KoSU" 

i. « .•=, 'sjs'is 


INTERNATION \L ECONOMICS 


trade. Oo the other hand, if productioa is shifted in the reverse 
directioD from lower cost to higher cost sources, this constitutes 
trade diversion and is a movement away from free trade. Given that 
such shifts may take place, the efficiency with which resources are 
utilized will be altered and the overall effect may be to increase or 
decrease productive efficiency. (In general, trade creation will give a 
more efficient allocation of world resources and trade diversion a less 
efficient allocation). The meaning of trade creation and trade diversion 
can be shown very easily by means of a simple numerical example : 

Suppose we have three countries : America, France and Germany 
and their respective costs of production for a certain good are 100, 
$80,90. Suppose America has a tariff of S40 on imports fromrrantx 
and Germany, who in their turn have tariffs of $20 on imports. In this 
situation America will produce the product herself as well as Franco 
and Germany, since it would cost more to import from any source. 
However, let us consider what would happen if America and Germany 
combine in a customs union with an external tariff of $j 0. In this 
situation, America will import the product from Germany, who will now 
suddW it at a cost of $90 instead of the previous $130. No imports 
will come Trom France into either America or Germany since the cost 
of doing this $li0is higher than the cost of producing in Gerrnany. 
And America will not produce herself since she can get it on better 
terms from Germany. This represents a case of trade creation where 
ihe place of production is moved to a lower cost source (Germany). 

Vlner's Analysis. 

' ' Production Costs Lowest Cost of Imports 

U. S. A. jjO 

France lOo 

Germany j 

However, if the origmal tanff^ imposed by ^ Am 

that ‘f"posed by Germany France at a price of SiiS, 

America would import the omduce for themselves and import 

while unife Ina union with*^ an 

none. Amenca and taport from 

external tariff of J * buying from France, since it would 

Germany at a price of $90 ?$97)^ This is an example of trade 

now be more JP ^ chified from a lower cost source (France) 

frrhigh Tos^^;rc" -th a resulting loss in produc.ive 

If the beneficial of trade creatmn^o^^^^ ‘^pjoductive 

effifcts of trade ^'version, it s us ly^^ infer from this that welfare 

effciency will ’e individuals will have lost, and othere 

will have increased, in the location of production. On 

benefitted, as a ^^ult of changes, m adversely affect both the 

union and !'ha"outsi"de world, since within the union, product.oo w.U 
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sources whilst in the outside world resources 
wdl ejther be<^me unemployed or shift to the production of goods in 
which the outside world would have a smaller comparative advantage. 

Effects on Consumption. 

It can be seen that the price of the product fell in A after the 
lor^tionof the union between America and Germany (from JOOto 

one would expect that the consumption of the 
product in America would , increase, assuming that the demand curve 
presses some elasticity. Even in the second case where trade diversion 

rose and providing that the member 
^ggprts are obtained has a lower production 
member, some gain will accrue to America. 
conTurnfA^n shows, Vmer implicitly assumed that goods were 

to STtIve “ proporiion which was invariant with respect 

relative* w? ??' abandon this assumption and aUow 

econnmiV?^^f oonsumpiion patterns then ooviously 

changes in prad'notim paUems ’ '’y 

a mSdd**whe4^®nmH analysis of the effects on consumption in 
M^^mmion and^?,^Se^^^ patterns arc assumed to be rigid and only 
countriS can Suppose, for example, our threA 

by each coShri^on ^ produce one product and that the toriffs impost 
below: ^ “ imports from the others are as given in the Ublo 


Product 
Cars 
Wine 
Tools 


Tariffs 
10 % 
20 % ' 
30% 


America 
France 
Germany 

to Mide^^wf ca°n ^ custom union. Then, according 

standards in these “wo th®” potential gain in living 

ratios of the maroinoi ®® ‘ticreased trading by comoarint 

of the Union The® of ‘^® - Before the^ SauSt 

cars was higher than America between tools an. 

tomff raise'd^he Germany, b^ause America" 

raised the pnw of'e^ hv' ^ whereas Germany’s tariff- 

tools to th? margma? milUv of cTrT.' the marginal utiUty c 
m America than in GTmanv 33 per cent highei 

raitially from increased' tradc^* As'tMnT”® 'dca of the gain to be hac 

approach each other In [he TnlST'* a““*‘-‘®® two countrie. 

tools and will probably increase TT’* removes its ot 

consumption of Mrs and wfne r„ r ' and^owe 

^nsumpiion of tools and wL falk f's® am 

increased intifa-uhion tradf» X,fif rails. Thus, to offset the gain fron 
to the lower level of ?h^° . corresponding 

prance), between the umon and the third country 
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According to Meade, the net effect on welfare will depend on the 
initial tariff structure and the elasticities of demand for the product. The 
higher the original tariffs of members relative to outside country tariffs, 
the greater the extent of trade creation and the corresponding consumtv 
tion gains for members : and the lower will be the losses from trade 
diversion. Also, the net gam will be greater, the higher the degree of 
substitutability between member countries products, and the lower the 
degree of substitutability between products of members and non-members. 
This would mean~that the demand elasticities are high for member’s 
products and low for non-member’s products, thus tending to cause a 
large amount of trade creation but little diversion. 

us analyse the combination of both effects diagramatically. 
Let us see what happens for a single commodity when a union is formed, 
assuming for the sake of simplicity that all demand and supply curves 
are linear, that the domestic country faces increasing costs of production 
whilst the’ foreign supply curves are infinitely elastic, and that exchange 
rates are fixed so that prices in foreign currency can be converted Into 
domestic currency. Domestic demand for the product is represented by 
DD and domestic supply by SS, with foreign supply curves for two 
countries A and B being AA and BB (A represents a potential union 
member and B represents the rest of the world). 


Now let a tariff of BT be imposed by the home country on imports 
from A and B. In this situation, imports of Mg Ms will come from 
/*rnintrv B with no imports from country A (because A is relatively btgh 
cost producer), and OM. being produced domestically. Total consump- 
tion IS DM, and the domestic price is OT ; with the level of economic 
welfare domestically being represented by the sum of consumer surplus 
(DYT), producer’s surplus (SXT) and tarriff revenue (BT x Mg M3). 



Now suppose the tariff BT is abolished for 
domestic country and country A ; then A A becomes 


trade between the 
the relevant foreign 
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supply curve since country A is now a relatively cheap source of the 
product <^mpared with B. Price in the home market falls lO OA with 
Ml M4 being imported from A and OMi being produced domestically. 
Total consumption of the product is now at higher level, OM4 than 
previously. It can be seen that in forming the union a certain amount 
of trade creation and diversion has taken place— trade between the 
members has increased, whereas the trade Detween the home country 
and country B has ceased, constituting trade diversion, since B is a 
low-cost producer relative to A. 

The sjze_of_tradc created is equal to the cut-back in domestic 
production (Mi Mg) plus the increase in imps>n volume (Ms M*) whilst 
the extent of trade diverted is equal to Mg Mg. 

Bearing in mind the limitations of Meade*s analysis, we can also 
measure the welfare gains and losses __Duc^lo irade creation, consumcE 
^lus increases from WT to A (i.e. by TYV'A) whereas 
producers sinphis fall^qm SXTto SX' A (/e. bv TXX and" bf 
tariff .revenbgrmix_Mg MgX-ia being 

offset by_incr<^^d consumer_surplus (area * C:’) the remaining loss 
being due to trade diversion from country B to country A (d). The 
increase in consumer surplus exceeds the lo.s of revenue “C” and the 

® of triangle and 

amount equal to the area of triangle 
__D ^ the area representing the net welfare gain 
thr^ghlrariFcreati >n. / The overall welfare effect of the union depends 

falls short*ol^the°w<*if ^ nst_^elfare gain from trade creation exceeds or 
1^ short of the welfare loss from trade diversion (d). On the foreaoina 

ruVDlaSrSrVh.! and as a result, consumer’s and producer’s 

rarera are However, if external supply 

perfectly elastic, then as trade is diverted Irom 

Six wiliTaln'TmZl '“‘'‘n ^“PP'>' Prtne falls aid ue hir 
Sw wunS rrr ! 0” ony trade with aoa- 

mem ta thi iiSis IT!,'''. ''1' result of this move- 

the help from this tacieasine (Uverston, 

Also, as imoorts fm m more the fore.gn source is exploited. 

rise, thus iucreasing the losses tiro“|“?a0XivSij; P"“ “““ 

pom““^”fc, 'Sfiucerutu*'^^ “Haiu general 

production shifts ^ welfare eflfeci Of con sumption and 

from trade crealioa. ^In Uie **abov 5 will be the gain 

increase the area n and ?a?d^owe^1^e1tr^^?/ 

cottOtiy, the 'greater *Iwii’'be**Uie 

from the diaaam that the can bo 

the area n & n'. ^ flatter the curves are. the greater will bo 
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(Ui) Tbe looses from trade diversion will be smaller, the smaller the 
differeoces in costs between the partner and foreign sources of supply. 
Apain it can be observed that a lessening of such cost differences 
reduce the area (d). 

(/V) Trade diversion will be lesser, the lower the elasticity of 
demand in the union for goods imported from outside the union, and 
the lower the elasticity of supply of such goods from the outside world. 
Also, the more inelastic the foreign demand is for union exports, and 
the more inelastic the supply of forei^ exports to union, the greater 
will be the terms of trade gains for the union. 

fvl The lower the common external tariff imposed after the 
formation of the union on external imports, as compared with the pre- 
union tariff, the smaller will be the losses from trade diversion because 
it would be less likelv under such circumstances that a union producer 
will displace an outside producer in supplying the union market. 

fv' The larger is the union, the lower is the possibi ity of trade 
d;versir.n and the greater will be the gains from reallocating production. 
Also, the union is more likely to raise economic welfare, tbe lower the 
proportion of pre-union trade with outside countries. 


We can also sav that trade creation may have beneficial effects on 
member’s trade with the outside world. This would b.* the case if 
some foreign oroducts were complementary to imports from partners, 
or if the member’s exports to partners are the substitutes lo domestic 
consumption for foreign goods. In either case. 

world would increase for such products. Ofeouree the effects could go the 
other way and this would accentuate the losses from trade diversion. 

Which Countries would gain most from forming a Union ? 

Before the publication of Vioer’s book, it bad ^een 

thought that a union between complementary economies ti o_ countries 
with^different patterns of production and little overlap in the types of 

r^ds pToduU wa^ than % 

economies' fi.e economies with similar patterns of production and much 
overiaoTn the type of goods produced). Viner. however, argued that 
fhTreTerTe wL case on the ground that a union of nval economies 
would ^u^ CTeater trade creation. This argument gave ri^e to great 
confmiruntn^it was realized .hat Vinefs definiUons 

production costs. 

Rival for competitive) economies are one with 

between products, and complementary union be 

cost ratios. Once we define the terms in thiswav. ^“ at 

comn'ementary economies (one with similar “jns than one 

comparative production costs) wil S've rise to gre t g 
between rival economies (producing dissimilar products). 
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creation does o^ur, then the gains will be greater, the greater the 
difference in costs of production betw^n the members of the union. 
One can also say that the more dissimilar the members are to the rest of 
the world, the more they will gain, because trade diversion will then 
be less, since members will still have to import such products produced 
by the outside world, but not in the union (i.e. raw materials, etc.). In 
the light of these observatiors one would expect that a customs* union 
like the EEC would be highly successful since (a) a high proportion of 
pre-union trade was with each other ; (b» they produce and trade in 
much the same products ; indicating a high degree of rivalry . When 
one looks at the rate of growth of intra-union trade after the 
formation of the union, these expectations are borne out. A similar 
picture is available when one studies E. F. T. A. trade, though the 
growth of intra-union trade here has not been so great ; probably 
^ause the members of EFTA are more complementary than those of 
E. E. C. Some trade diversion will of course, occur even for the E E.C, 
^pecially for certain tropical food-stuffs previously imported from 
^tin America and for temperate agricultural products coming from 
Ame'ri^. In E F.T.A the degree of trade diversion will be much higher 
and will cover a broader range of commodities. 


St> far as underdeveloped countries are concerned, a large proportion 
of their trade is with industrial economies and it is likely that if such 
countries formed a union, any domestic manufucturing industry would be 
heavily protected, land as a result a large amount of trade diversion 
would take place. || 

SECONDARY EFFECTS OF INTEGRATION 

J ““'0° *^eing fgrmcd, competition may become 

iSrILe j boundaries are flung open and so lead to 

^ PfP^“ctive efficiency in addition to the initial production 

^Monopolists exist in one country 
^lore the TJmon, they will have to compete Vith their counter-oari 
once tariffs between members dre removed. Also bv enlarl^n? 

Within countries. Other economists hPw^v^^'^^ between countries as 

union will foster the growfti of cartels and ® customs 

Internal economies of scale are ? monopolies, especially if 

product rather liiSted. ® tmportant and the markeV for the 

However, r^o. studies i^te 
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firms so far as innovation goes. Thus, technological advance may not 
speed up as a result of forming a union. However, if growth docs 
accelerate, this will have beneficial effects on the outside world since rising 
real incomes within the union will tend to reduce the degree of any 
trade diversion which occurred jn the short run. This offset will, 
of course, depend on the rate of growth of income within the union and 
the marginal propensity to import ot the union members. 

(/«) A union formation may allow firms and industries to exploit 
even fully large s^ale economies. However, even with large scale economies, 
production costs withm the union may still be higher tnan cost outside, 
and if trade diversion occurs in such industries, then some or all partner 
countries may suffer a decline in welfare as a result of union formation. 
Some economists (Balassa) argue strongly that the formation of a union 
and the resulting enlarged markets will cause substantial scale economies, 
and that Western European integration will give nse to such external 
and internal economies. On the other hand Johnson argues that if 
Britain were to join the E.E.C., only small gains from scale economies 
would result. Kmdleberger argues that European films, in general, are 
not too small to be efficient. Jn fact firms may oecome too big and so 
create inefficiency. In addition, firms, limited to a small domestic 
market, aie always able to expand the market by exporung and so grow 
and achieve any economies available A union is not required for this, 
although it may make exporting easier. Ail we can say regarding 
external and internal economies is that the evidence for advanced 
industrial countries is inconclusive and cannot give any great support 
either way so far as customs union is concerned. 

Customs Doioo and General Equilibrium Theory. 

Vanek has contributed most in this field, Let America and Franco 
form a customs union, and let “X” represent the rest of the world, with 
America’s exportables being cars, France’s exportables being wine. 
We can represent the preunion trade set up oetween America and 
France by means of tneir offer curves as shown below: OA is 
America's offer curve and OF France’s offer curve, the equilibrium terms 
of trade being the slope ofOE. Now the major step in Vanek's 
treatment is to construct an excess offer curve for the two counmes 
intending to form the union. This will show the net offer curve of 
American and France acting together in trade with the rest of the world 
‘X’ To construct these excess offer curves, consider the varying situation 
for the union countries at different terras of trade. If the terms of trade 
are the slope of OE, then trade between France and Amen^ is in 
balance, with no excess supply or demand for other products. Thus, lor 
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terms of trade line OE, the excess offer curve will be zero and so the 



«xce^ offer cme must pass through the origin. If the terms of trade 
j^givOT by the slope of OT» however, trade between the two countries 
« not in ba^ce smee, at such terms of trade, Amenca is willing to olicr 
nniJ exchange for OWa of wine from France, but France is 

exchange for OCp of cars. We 
this situation there exists for the two countries 

wav^n ** another 

that « th^ t?rm^ wme. given by WfWa. This would mean, 
toJether wo. Sivjn by the slope of OT, the two countricJ 

of*UinI ^ in exchange for WpWa 

StnSa P‘““ th® two countriM 

St would '“porting wine, then trade would balance and 

DoinT on ^®'“s of trade. Thus we can plot one 

iSie sloTO of • ®®tr®sP?“ding to terms of trade 

length of^fCA^^d*^!? v°‘°^ havmg an X coordinate given by the 
#i ^ a Y coordinate given bv the leneth ofW».WA 

in the diagram). If we do the Mme for other 

import, from 'hrS ^Of 

Ameri«.'^,“„pp“%fS“Lf ? “"ion betweea France and 

import, ind Sthe 0?“^, If. “r?®®?** “<=** o*ef’» 

tt£r offer “ the t™?- " 

iiuion. This ii iUustrated^verlM? mh****°^ formaUon of the 

union offer cu^ of OAc and OFc are the custom 

««»pW oTr “1 OAT,and OFx.are dt. 
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and France trade only with each other, then the equilibrium terms of. 


! 



trade before tariff removal would be given by the slope ofOEr, and 
after tariff removal, the terms of trade would become the slope of OEc. 
This shift represents an improvement in the terms of trade for America 
and a deterioration for Franc?. However, given that the two countries 
will be trading with the outside world the equilibrium terms of trade 
will be determined by the intersection of the free trade excess offer 
cur\’e of the two countries and the offer curve of the rest of the world. 
This is shown below, where OCr is the excess offer curve when tari^s 
are in force between the two countries and OX is the offer cuive of the - 



rest of the world. Ep is the equilibrium position before the formation 
of Ihe unior Once the union is formed, trade betw«n Fran« and 

America is free, but a common tanff is imposed S® 

rest of the world, and so the excess offer curve corr^onding to the 
free trade positions of France and America (OCf) shifts leftwards to 
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OCu, the extent of the shift depending on the size of the common 
external tarifT. Eu represents therefore, the equilibrium position for the- 
world after the formation of the union» between France and America. 

_ In the above situation, the t rms of trade for the union have 
imnroved in relation to the pre-union position fOEu is steeper than 
OEp). Within the union, the terms of trade given by the slope of OCFt 
nnorove for France and deteriorate for America (OEp is steeper than 
OEf). It can also be seen from the diagram that the higher the tariff 
*™POsed by the union members on outside imports, the more will OCf 
shift and the greater will be the extent of trade diversion Although 
America’s terms of trade deteriorate for intra-union trade, she will 

beneflt from trade creation effects, exporting more to France than 
previously. 

. It is too simple and too much should not be read into it. For 
instance, if the union is very small economically, then the offer curves of 
outside world will be infinitely elastic, with the result that the union 
u ^ terms of trade by imposing a tariff on outside imports. 
A so, if the union promotes and allows a faster rise in productivity and 

incomes will rise, and depending on the propensity to 
of the member countries, the demand for imports will rise and so 

terms of trade for the union. If trade diversion 
trn/ip however, they will tend to improve the union’s terms of 

nl«rk reducing the demand for imports from the outside world and 
^ supply of exports from the union to the outside 


and specify the lime period, involved and the strength 

detlrm^^?" of the forces operating on the terms oftra e. we cannot 
as a <^irection the terms of trade will move 

as a result of the formation of the union. I 


EUROPEAN ECONOMIC COMMUNITY— EUROPEAN 
. COMMON MARKET 

GeC?ny Wnmh Belgium, France, West 

birth tothe Commn^^! Netherlands on March ?5. 1957 gave 
These six countries EuroiMan Economic Community, 

or the United Stated 5 per cent smaller than that 

Russia’s. Besides the national product nearly as large as 

strength to strength After growing from 

one of the super powers* Union has become 
caused serious problems ftir rilt® *”®P- , The British entry has 
discussion of the imnorUnt^ other developing countries. A 

with caution^^^ important development is proper and should proceed 

stata shared the mutual 

«0 avoid ,h, havoc and dc,tcuX“S5 
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common civilization and a common realization that mutual conflicts 
and bickerings have never enhanced their interests. Besides, they could 
face the super powers only if they united and sank their differences. 
Their proud heritage and the relative youthfulness of the super powers 
left for them no alternative but to seek a closer union. 


There has been serious dispute about the form and the type of 
institutions that European co-operation should take. The functionalists, 
represented by Britain and Scandinavia, held that the minimum of new 
political institutions should be set up to carry out whatever joint action 
is necessary ; many functions could be adequately carried out by inter- 
governmental co-operation. The federalists, led by Frenchmen such as 
Monnet and MSchuman, regarded the settingup of supra national 
institutions as an essenti^ requirement of economic and political 
integration. They would prefer more closer union and a greater say 
in world political affairs. 


European unity has made astonishingly rapid progress since the 
end of the Second World War. The first concrete step towards 
European Cooperation in the economic sphere was taken in 1 94 8 with 
the setting up of the Organization for European Economic Cooperation 
(OEEC) whose functions were to distribute Marshel Aid funds, to 
co-ordinate investment programmes and to resusciate intra-European 
trade. In the previous year a customs union between Belg urn, the 
Netherlands and Luxumberg— Benelux - was formed ; in the years many 
steps towards the economic integration of these countries were 

formed. 


Within the limited sphere of reviving trade between the European 
countries after the war, the OEEC was very successful. Its hrst step was 
a programme of trade liberalisation, but after a certain stage H was 
found that trade could not be expanded further without setting up 
credit facilities and making payments muliilaleral. Both these functions 

were performed by the European Payments Union set up 

19'6 ^ intra-Europeati trade had more than douW^ but further 
expansion was slow after this. Hence in 1960 the OEEC was replawd 
by^Organizalion for Economic Cooperation and Development 
membersbip and aims. The aims of the new organization, which 
mcluded the United States and Canada, were to achieve the highest 

possible rate of economic growth for members, and to contribute to the 
expansion of world economy and world trade. 

Meanwhile, efforts persisted for closer political union. The 
experiment with the Council of Europe in 1949 did not satisfy the 
iSauons aroused. As a result the E^rop^n Co^ and St«l 
Community was set up by the Pans Treaty of 1951 Eranw, 

Germany, Italy and the three Benelux counUies as 
primary^ object of the community was to setup 
^aTTon ore, scrap and steal and by early 1953 most of were m 
^ing. Britain refill to join it. Meanwhile other plans for Defence 


COMMON MARKET 


189 


and Political Communities continued to be framed, but the objective of 

achieviog closer union failed to materialize. 

The European or tbe federalists or the deraanders of closer political 
union decided that their next move should be in the economic and not in 
political field and that it should take tbe fotm of a supra-naiiona 
institution The six discussed a pUn for a Common Market and for 
nuclear cooperation at tbe Messina Conference of 1955 and by 1957 the 
treaties establishing tbe European Economic Community were sioned • 
they came into force on Jan 1,1958. - 6“ ^ ^ 


• * The ultimate object of all European organizations including the EEC 

political union and through commonly accepted methods 
like the removal of market barriers, the formulation of a common policy 

*>“5“ of looking at problems from Z 
international point of view The European Economic Committee h« 
the widest scope : it sets out. Brst, to establish a customs union with n^ 
mteraal bwners to trade and a common external tarifi* and commercfal 

obstacles to the movement of peonle 
and capital within the community. Since agriculture and transport fre 

fields m which each external government plays an important n^rr 

«Se r • “it "-““spori policies-which will everout for 

example, difierences m the rates of government subsidies— w<»n» m 
established, and other economic and social policies harmdSzed ^ 

Commission are taken by a simnie vntf anH The d wisions of the 

direction and adminisLtidn^^of a f’ th« '‘®*‘«PO««biUties include the 

Generally the recomm^datioSs of the 

The Commission also acts as the official weight, 

representative of the commuSty bo h trP 

institutions and to the memSrs ofVh^ outside governments and 

HaUstien has frequ“ntird^rib^5\t®S”'°'* thcm«lves. President 
as those of initiator of policies of honest the Commission 

of the community) and the custodian ofthe Romi xJmy! 

priiod‘'on‘2 y?Sfdh-Xdtoto*thTOsteges‘of over a Uansitional 

action required and the institutiJMl m.a„s*^of •‘‘l® °f 
wch stage being specified. In taking decisions during 

decisions had to be^Smo^ import^ 

introduced in the later sUgw ^d has S .Progressively 

when the third stage starS: The Rome ^966 

t^ition^ period to be 

has been faster. ^ oiongea to 15 years, though the progress 
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Thus by 1967 internal duties and agricultural duties were to be 
completely abolished. Thus all custom barriers have completely 
disappeared. The rapid progress has act^ as a stimulus to visible 
trade, and demand for consumer goods has risen enormously. 

Intra-Community trade between 1957-1966 has risen by 240 per cent, 
almost four times as great as the expansion of world trade, Total industrial 
production has increased by more than half and workers can move about 
in the EEC without hindrance. They are assured of benefit from 
improved social security provisions on equal terms in all six 

countries. 


In many respects, the freeing of trade in industrial goods was a 
relatively simple task It is in agriculture that the Community has bwn 
faced with some of its most serious problems. In everyone of the s«, 
farmers are subsidized and agricultural prices are controlled. But the 
systems of farm support differ so mucn that if one common marke 
to agricultural products is established, the farmers m one country wi^ll 
v^nefft at the expense of those in others. Consumers will also be 
^ff^rentfv Ifftcted^ In general, the Dutch and the French have the 
most efficient system of agriculture and the Belgians and ihe Carmans, 
Xre ffie prCo^ion of small farms is high, have the least 

efficient. 

The ueneral lines of agricultural policy have been agreed upon, 
support prke or '^Thts^'togeffi^r wUh'^'bl aboUdonf all 

^Irrier^to t^e in'agr^ultural^c^^^^ 

in transport costs and ou- J removed. Instead 

rp'ortf:';." be* ,o :h'= 

Zllm"mpo/t p?to nxei by tn"e Council, in the import.ng oount.y. 

Progress'^in i-P— f - 

tZ ddSfic";: G^Jtnns be'Se^ 'Sut‘''?he"^?oLS 

Sm from t9b7-6S). 

These domestic prices were above world prices. 

. . i« <et uo the degree of preference given to 

Once the customs union i j-oend on the level of the common 
producers within the GATT regulates that the C E.T. 

external farilT *' ^ T^Jg(,jjve^effect than the national tariffs which 
??ep1ac?L The Comm^inity contends that it met this requirement by 
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••dopung the general principle that the level of tariffs should be the 
arithmetic average (unweighted) of the national tariffs as on January 
1, 1957. However, the 25 per cent reduction in the German tariffs by 
1957 and the iO per cent reduction in the Italian tariffs were not taken 
into account. As such, the Common External Tariff on some commodi- 
ties was higher than the average of the national tariffs actually enforced 
in 1 95 7 • 


In any case, the arithmetic average principle was not universaUv 
applied. Seven lists of exceptions were set out in an Appendix to the 
Rome Treaty. Very broadly, the GET applies very iSw rates on 

materials, which rarely exceed 3 per cent and 
L processed raw materials and semi-manufactured 
^modules the rates generally go upto lO to 1 5 per cent or so -on 
fo^stuffs and beverages and on manufactures the ratra arc considerabl? 
W^er but rarely go above 25 percent. Important exceptions are 

“?‘or cycles and motor vehicles. *Even if S 

tarif^^y ““’^^'Sbted arithmetic averages of the nation^ 

fanff. It might still be more restrictive than the national tarifr«°1t 

replaces, i he height of a tai riff is only one of the faeCs determi^^^^^^ 

Its restnctiveness ; others, which may bn even more 

composition of trade, and the responsiveness of supplv and^dimt«H^* 

pnec. A high tanff on cars levietl by India may Kt act^^^^ 

tar less than a low tariff leveid by Germany imports 

We much less competitive with imported cars in India home 

o?*irfld^‘h H calculated that if either® in 1958^orT9?9 naJ? 

^wd© had bc©ii used for weigh lina the r^ciifkinn « Pattern 

average have been higher ihan a tArift- tariff would on 

average, 1 , is indeeTgeneX ThI ^ 

w'iFi' rS “S? “ «i «£s 

.tm fall because German cars! ?o7 example "voXelV°„‘^ ''’‘r”'**'' 

^tte Community over the fmn f Preference 
ti'ade is actually diverted win outside, 

auernativc sources of supply^iih/n^ °° or 
panicular export. But supoorter^ *he community for a 

off*! ‘’foael't awut by ihe CET^ToB?.!^ 

ofth. common Marker. But whether? a'^dTnThr^“r[,'?Uro‘i^ 
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growth of the_ six_ is related to economic integration is far from choas. 
The trade diversion aspect of the customs union would seem to be 
better established than the income effect.” 


The earliest study made by Dr. P.J. Verdoorn, estimated the effects 
of a customs union among the six, the U.K. and the three Scandinavian 
countries, on the basis of the 19 2 patterns of trade. The forfpation of 
the union, according to this estimate, would result in a fall of 600 
million in the export of semi-manufactured and finished goods from the 
rest of the world to the union or 6 per cent of third country exports to 
the union, the chief country to suffer would be the U S. 


Prof. Tinbergen has measured the “rate af discrimination” for a 
large number of developing countries, this being defined as the difference 
between the import duty on a particular commodity levied in third count* 
ties and the average duty imposed on all imports. Then, if some product 
is imported into the Community only other parts of it, the average duty 
will be zero, since no duties will ultimately be levied on intracommunity 
trade. In contrast, if all imports come from third countries, the 
average duty will equal the CET and there will be no di^rimination. 
For any third country, the overall rate of discrimination will depend on 
the extent to which its exports go to the Community, the height of CET 
on these exports and competition from within the Community. This 
formula was applied to the 1955 pattern of exports, the rate of discrimi- 
nation in general was very low ; it was less than 2 per cent for nearly 
all the 31 countries studied, and less than I per cent for 20 of them. 
Only for Cuba and the Dominican Republic, with their heavy 
dependence on a very narrow range of exports, was the rate about 
2 per cent. But Prof. Tinbergen’s formula understates the extent of 
diMrimination in aticast on very important case. These comtnodiliM 
on which the national tariffs in 1955 were so high as to keep out imports 
or in which there were quota restrictions, would be given a low 
weiehtaae. For example, the rate of discrimination against India 
would rise significantly if cotton textiles were included, and were 
given a weightage equal to their import potential, not actual 

imports. 

Oninions differ about how much the EEC affect U.S. trade. Some 
of these find that CET is higher than the national tariff Some 
conJentrate on the income effect and find that it will not be important 
?^se the growth of income will be of an import-replacing character. 
$n^nt study finds that this height of US and CET are broadly 
similar, though the CET is much higher on food products. 

It is almost certain that some trade diversion will result bewuse of 

the formation of the customs union. However, it is not cerUin whether 

Sic will be offset by growth in income leading to increased imports mto 
this will oe ouwi / 6 effects will differ from country to country. 

^ Sal features of the CET may be noted. FimUy. the dutte 

prTmary coSdiui whieh do not compete with domest.e 
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Commodities, tend to be nil or very low. Secondly, the duties are 
raised at each stage of manufacture — raw materials processed or semi- 
finished materials and manufactures - in order to protect the domestic 
processing and manufacturing industries. 

INTERNATIONAL ECONOMIC INTEGRATION 


The term economic integration became popular after the Second 
World War. Previous to the First World War the term integration had a 
static significance It stood for balance and assumed the existence of 
rich and dynamic nations on the one hand and poor and stagnating 
nations on the other hand- After the Second World War, political 
situation has chaoied. Along with it ‘‘integration** has achieved 
a new dynamic interpretation. Its essence lies in a violent and radical 
breaking down of cultural isolation and in the rising tide of demands 
from the formerly passive and silent masses in the backward regions for 
greater equality of economic opportunity and fuller participation in our 
modern civilization. The term thus implies a goal of social change and 
more specifically, of the internal and mutual adjustment of national 
communities rapidly brought into much closer interdependence. 


Economic integration, according to Gunnar Myrdal, is the 
realization of old western ideal of equality of opportunity. The essential 
element of this ideal, is the loosening of social rigidities which prevent 
individuals from choosing freely the conditions of their work and life. 
The economy is not integerated unless all avenues are open to every- 
body and the remunerations paid for productive services are equal 
regardjess of racial, social and cultural differences.^ Thus, he makes 
the point that, economic integration is not only an economic problem 
but also a problem of political science, sociology and social psychology’ 
The gradual achievement of equality of opportunity assumes the 
emergence of a Community with ever freer social mobility, based on a 
fuller realization of the norms of equality and liberty. In this Community 
there must be a growing social cohesion and practical solidarity. ^ 


The classical theory of international trade assumed that all national 
economies were perfectly integrated domestically as perfect markets 
(An economy would be fully integrated within the prices of identical 
goods and services everywhere tended to become the same labour of 
a given kind commanded the same wage, there was one market for 
capital with a stogie rate of interest at comparable level of risks and 
when the rent for the same kind of land had been equalized! ItaUn 
assumed the immobility of factors of production intemnttftnaii.. 

Equalization of factor prices, as was possible, was suS troSe 
about through the international specialisation and division of labour 
made possible by trade, which was to achieve this purpose by cquallslni 
the prices of goods everywhere m the world, within the limits ^t b? 
transport costs. The practical conclusion of the theory was therefore 


1963. Myrdal. An International Economyf Newyork. Harper and Row 
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the dcsinbility of free trade. As between developed and underdeveloped 
countries, mtemational trade does not equalize factor prices but rather 
tend to set up a cumulative process away from equilibrium. The 
political development has brought to the forefront the very large aud 
growing disparities and economic development of underdevclopea 

wuntries has been recognized as the main goal of international economic 
integration. 

international economic integration, is like national integra* 
tion, a much deeper and complex problem. It involves problem of social 
cohesion and practical international solidarity, and the building up of a 
machinery for accomplishing inter-govemmental agreements and large 
scale political settlements, as halfway bouse to the common decision on 
economic policy that may be out of reach for present age. 

According to Tinbergen, “Economic integration of a number 
of countries consists of the centralisation, at a supra-national level, of 
a number of instruments of economic policy, preferably of these 
instruments showing considerable external effects [conflicting or 
supporting].” Centralisation may take different forms— consultation, 
coordination and complete unification. Several tasks and institutions 
are left to the control of national governments. These must maintain 
“spending equilibrium at a high level of employment.” Through 
financial policy, total internal demand will be kept at the desired level 
and its composition be made optimum. Wages aud exchange rates may 
be used to adjust the general pree level of the country to its competitive 
strength, and hence, to regulate foreign demand. Besides these, 
temporary subsidies, specific taxes or temporary import duties may be 
necessary to support industries or regions whose comp.titive position 
falls short of the requirements. In the short run, quantitative regulations 
may be needed. 

Besides, Tinbergen notes certain non-monetary instruments. These 
are negative as well as positive, Negative integration involves ihe 
gradual elimination ot quantitative restrictions and import dudes. 
Positive integration involves coordinating the u<c of some instruments, 
llkeindirect taxes, in order to avoid a falsification of the price formation 
and the ensuing decision of JaDour. Monetary lutegration sfiould 
involve the introduction of a world currency, but this might demand 
political unity as a precondition. Monetary integration involves 
several measures Ultimately agencies of iniernaiiunal intcgiation are 
discussed by finbergen. 

The industrially advanced couDtries have achieved greater 
equality of opportunity and are expectiug still greater level of equality 
of opportunity and higher level of satisfaction. Boin progress in 
production integration have acted upon eacn other fhe advanced 
countries have witnessed three deain and life struggles and are siiil 
far away from normalcy Economic disintegration emerges naturally 
because of the mutual suspicions and tensions of brother states. 
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The more a nation integrates, the more it caters to the interests 
of its citizens, the further it gets f^rom international integration taking 
into account inequitable dbtribution of wealth between countries. 
Besides, several policies directed to achieve national economic stability 
and equality, have an inherent tendency to cause international 
'disintegration. Thus the more the national states are strengthened, the 
greater becomes the disparity between these brother states. 

Theoretically we cannot eliminate but resolve the contradiction 
between nation states and international economic integration by greater 
cooperation and coordinating the national policies in the service of 
commonly felt interests. As the ioternatlonal community is yet to 
emerge signihcantly and they are growing stronger and stronger, all 
attempts to achieve the international goal meet resistance. The trend 
has been an I still is. in the nature of a continuous retreat to economic 
nationalism. 


Gunnar Myrdal verifies the above conclusion with reference to 
labour and capital movements. Mostly states have virtually sealed the 
boundaries of their national labour markets against any intruders. The 
international capital market has ceased to function, except for the 
reinvestment of profits or for direct new investments in the countries 
with puppet governments. Government credits and the opetations of 
the Iniemaiional Bank have hardly become a substitute for the defunct 
private capital market of earlier times. These trends continue tend 
to intensify. 


Th- trade has fallen in relation to production and mcome 

iim has happened because of the restrictions placed upon imoorta to 
achieve miernal economic stability. The trend has been towards an 
miensifiwuon in the cfiforis to achieve greater degree of currency 
convertibility and to abolish the quantitative restrictions that are forced 

because of foreign exchange considerations. These have 

LooM.fr* “d dislocation of fore.^ 

Of ?h?f trom this pome of view, lack of convertibility becomes one 
f the factors inhibiting interaational economic integration. 

integwion”^ West-European economic 

f?* the deeper level of factor movemenu and never S h“ 
Xmm f ■" Brides! no effective 

amonlprpie”^'*' internatio’nal solMa ity 


factoTnf f ‘fenicadous and growing disparities i 

tK living standards betwee 

the ma?or “‘"'“r underdeveloped on<«-ar 

mlcrnatioaal integration. These arise mainl 

^rMtion!i“?t “ states are not prepared to accept the degree o 

possible progres 

towards mtemational economic integration. The paradox, howovw 



196 


INTERNATIONAL ECONOMICS 


is that while human solidarity has been growing in nation states, it has 
almost implied a shrinking of international solidarity. 

^ Much hopeful view is taken by Tinbergen in his book 
International Economic Tntegration.” He suggests that agencies 
should be created according to the instruments of economic policy 
rather than according to the aims of that policy. For instance there 
should he an agencv for supervising tariff or e^tchange rates, since these 
are instruments. But it would not be correct to have an agency to deal 
with emplovment policy, as it is a target. Agencies are general when 
they deal with economies as a whole. The following general agencies 
are needed for : 

(/) the supervision and reduction of trade restrictions, 

(//) the regulation of raw material markets. 

(»0 the supervision of spending equilibrium and employment 
policy, 

(iV) the suppiv of capital for development. 

(v) the transfer of knowledge and education assistance, 

(v/) the supervision of the convertibility of currencies, 

(v«) the regulation of migration. 

In principle, the United Nations has created ag<^ncies for each of 
the main tasks ; but these have encountered various difficulties. 

1 . The Supervision and Reduction of Trade Restrictions. 

The United Nations charter contempNted the formation of 
“International Trade Organisation** (T. T. O.) for achieving these ends. 
However the agencv never came into existence as the United States 
showed its reluctance to a-'cept the amended^ charter. G. A. T. T has 
taken up the task of reducing trading restrictions. Tfs success has been 
very limited because fA manv countries are unwilling to move in the 
direction of free trade ; 07) the techninue adopted to negotiate reduction 
in tariffs is extremelv complicated. The real basic reason has been as 
pointed out hv Mvrdal. the tendency to achieve internal stabilitv at the 
cost of internal economte intcgMtion. Certain tariffs have been felt vital 
for countrv's economy and the countries concerned have adopted a 
oartisan approach on the mternretation of ‘vital*. Europeans have 
moved closer and benefif»ed. but unless the developing countries increase 
the export of goods in which thev have cost advantage, we are unlikely 
to nro 2 re<i^ internatjon'^l intecrafion These would require 

lowering of the Common Fxtemal Tariff bv the E E.C. anddiberalisalion 
of tariff by other industrially developed countries. 

2. The Regulation of Raw Material Markets. 

This is entrusted, at the world level, to the Food and Agricultwo 
Organisation (F. A. O.) for agricultural products and the Committ« tor 
International Commodity Trade of the United Nations for mining 
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products. Besides there are organisations at the regional level and the 
Dilaieral’s multilateral agreements between countries for specific 
raw materials. Agreementa have not been sig .ed for many other 
commodities because m periods of nsmg prices, exporting countries feel 
less interested while in periods of falling prices, importing countries are 
not interested. Thus the basic short sightedness of nations have 
resisted the formation of agreements. Unless this shortsightedness 
and the desire to put national interest above other interests is reduced, 
we are unlikely to progress mucn further. Meanwhile attempts can be 
made to find other solutions. 


3. The Supervision of the Convertibility of Currencies. 

This has tieen entrusted to the Internaiional Monetary Fund. 
Mainly the Fund provides short term credits to member countries to 
overcome temporary shortage in foreign currencies. 1 here is controversy 
whether these aie auequate. Besides the Fund cannot provide long term 
credits, it can only lecommend devaluation or revaluation as the 
situation demands. The best international system requires the creation 
of a really supra-national central bank with its own paper whicn may 
serve as reserve material lor national central banks. Similarly the most 
desirable volume of liquidities can only be the outcome of a planned 
approach, taking the most desirable development of production* prices 
and payment habits as ns elements. 


4. The Supervisioo of Spending Equilibrium aod Employment Prices. 

These policies are largely left to national governments, but since 
these aie lixely to have repercussions on other countries of the world, 
co-ordination and consultation is required. At the world level no such 
agency exists. At the regional level the EEC, OECD, oEtC exist and 
have succeeded iq securing greater degree of co operation and 
consultation, i he search for miemaiional instrument should continue 
because the stakes aie vital. 


5. Ihe task of Supplying Capital to the Developing Countries. 

There are several agencies Uke the IBRD, JFC (International 
Finance Co-operaiion) and the IDA (international Development 
Association) at the miemational level to satisfy these needs. At the 
rc^onal level, several agencies like tne EEC’s, Development Bank. 

Alliance for Progress, satisfy mis need. However, 
if K ®B®“cies »s greater and greater amount of assistance 

IS required by the existing agencies. 

6. The Transmission of Knowledge and education assistance. 

specialised agencies like FAQ. WHO, IMF. ILO, IBRD, etc. 

UNEScS of ’ technical k^Mge 

the ticlu of educatiol 

me progress in this held is quite satisfactory. 

7. The Regnlation of Migration. 

*“;®™ational ^ency exists for this purpose, but areater 
international cooperation is required. Pwhaps the ^Sy 
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planuing measur^ Will have to be intensified. Advance nations wiU 

nave to adopt a liberal policy. 

. ** appears that an important start has been made. The 

xisting in'emational agencies are the nuclei of cooperation around which 
tne agencies needed for future must crystalize. Tf they have not been 
adequately successful, the fault lies with the governments which are not 
prepa'ed to use them in the appropriate way. In most international 
negotiations it is usually the short term or direct national interests which 
are taken as a criterion rather than the long term and indirect interests— 
or international interests. Thus the basic malady is the existence of 
national governments itself. Two suggestions are made by Tinbergen 
to seek a wav out. Firstly, the individual governments could take 
broad minded individual initiative like the Marshall Plan. Colombo 
Plan and Schuman Plan. Secondly Political parties and other adhoc 
organizations could initiate a drive to educate public oninion. Both 
should base themselves, at least, partly on the scientific analysis of 
problems (as done by TinbergenV His analysis will help one to judge 
which instruments of economic policy are most in need of centralisation, 

Tinbergen concludes, “Our analysis has confirmed the 

desirability of a reduction in quantitative restrictions and its import 
duties, a positive integration of production, a certain unification of 
indirect taxes, convertibility of currencies, and an international policy of 
develooment. It has also confirmed that decentralisation seems 
desirable for functions of a more local or national character. In 
addition to all this, the further conclusion has been reached that an 
essential element of integration will also have to be a higher degree of 
centralisation in financial policy. The latter conclusion seems to be 
in accordance. ..(that) with more centralisation in financial policy many 
other instruments of economic policy can be lefi decentralized.”^ 
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Q. Examine the utility of the objectives of I. M. F. for the 
DDdcrdeveloped world, evaluate its contribution in relation to its objectives. 

Or 

Evaluate the role of special drawing rights in improving interna- 
tional liquidity. Or 

Evaluate the work of International Monetary Fund in maintaiaing 
the international liquidity. 


Ans. The International Monetary Fund. 

The United Nations Charter in its preamble expresses the desire of 
mankind to save itself from the **scourage of war” which has engulfed 
the world twice. To this end, it seeks to remove economic causes of 
war and established the IMF and IBRD to achieve a solution to the 
problem of disequilibrium in the balance of payments and to help in the 
multi-convertibilities of currencies. Broadly the Fund provides short-term 
capital to enable member States to meet any temporary difficulty in the 
balance of payments. 

. The Articles of Agreement of the Fund were formulated at the 
United Nations Monetary and Financial Conference held at Bretton 
Woods m the United States of America in July 1944 The Fund 
came into existence In December 1945, when 29 countries signed the 
Articles of the Agreement. The first meeting was held in March 1945 
and the Fuad announced its readiness to corameace exchange trans- 
actions m March 1947. 


^ of the Fund as set forth in the Articles of Agreement 

are as follows 

(fl) To promote international monetary co-operation through a 
^rmanent institution which provides the machinery for consultation or 
collaboration on mtemational monetary problems ; 

and balanced growth of mtemational 
bioh thereby to the promotion and maintenance of 

high levels of employment and leal mcome of the member countries ; 
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exchi?ge 

re.o':'' ct.ro;^S7;st=‘r“‘^ “ 

(e) to help members with funds to correct maladjustments in their 
oaJance of pa>mems. 


The Fund achieves these objectives by (/) holding continuous 
meeting of Its Board of Directois where full diicussicn of me netary and 
exchange matters may be conducted ; (//) by furnishing upon request, 

expert technicians to advise and assist members in working out their 
nnancial and monetary problems and («7) by making its foreign 
exchange resources available, under proper safeguards, to its members 
to meet short-term current balance of payments difficulties. 

The Fund reports to the Economic and Social Council of the United 
Nations but is separate in staff, finances and memCersbip. Thus m 
1966 it included the Federal Republic of Germany, but excluded the 
whole communist world except Yugoslavia. Russia was involved in 
the original ne otiations, and Poland and Czechoslovakia became 
members but subsequently withdrew in (i950 andlyM respectively) 
after continuous friedon. Cuba withdiew in 1964 though Romama 
made enquiries about possible membership. Thus, the inrmbeiship is 
open to any independent State which can satisfy the IMF that it can 
fulfil its obligations under the articles. 

Formally, I.M.F. member countries must avoid exchange restrictions 
on current transactions and maintain a stable exchange rate. They are 
also required to provide financial information. Ihe communist and 
other countries do not like these provisions as they amount to incursions 
on their financial sovereignty. Ihe l.M F. can also expel and re*admit 
the mcmber-States. 


The l.M F. is owned and controlled by national governments, 
though central banks participate closely in the work oi the J.M F. and 
many countries appoint the governor of their central bank as their 
“governor for the Fund otherwise the governor for the Fund is usually 
the minister of finance. The governors, one for each country, are the 
ultimate comrolhng body of the Fund. They wield votes weighted 
in relation to quotas, on a formula slightly biased in favour ol ihe 
smaller members. Certain basic decisions are reserveu to the governors. 
These include a general revision of quotas, which has to be approved 
by a four-hfihs majority of the total voting power ; a rise m the world 
price of gold (a uniform proportionate change in Par Values’ in Fund 
Parlance), which has to be approved by every member having more 
than 1 0 percent of the total voting power, effectively giving a veto to the 
United States and Britain ; and a change in the Articles of Agreement— 
of which certain changes affecting the particular concerns ol individual 
members need to be approved unanimously. The articles of the Fund 
probably contain the most elaborate provisions on votmg ol ail 
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international charter*. A number of additional provisions for weighted 
voting, mostly requiring a majority 0^85 percent, were proposed under 
the amendments presented jointly with the scheme for special drawing 

right in 1968. p - & 


The quotas determine countries, borrowing rights and their primary 
lending commitments. Nominally, transactions through the Fund 
comprise not borrowing or lending but an exchange of currencies 
through purchase and repurchase- The quotas are partly paid up in 
gold and partly in member’s own currencies. The gold portion is 
normally 25 percent, though for new members it can be smaller if 
reserves are efpecially low The subscription in domestic currency is 
paid in the form of special non-interest bearing notes. So countries 
start off with the Fund holding their currency to the extent 
m 75 percent of their quota. A country draws other currencies from 
tne Fund by ‘purchasing’ the foreign currencies in exchange for a 
luriher in-payment of its own currency. These drawings are granted 

portion of the quota — normally the first 25 percent 
holding of the currency to no more than its quota, 
will then have drawn other currencies from the Fund 
own gold inpayment. The Fund encourages 
Saw nf “gold trauche ” as pan of their reserves, though 

uSd rA -m" ‘*\|Strauche still have to be repaid, and are not to bo 
used to build up the borrower’s gold or foreign exchange holdings. 

of c?r?enct^n’'‘ holding 

trauch") tL*FiinH comprising the first credit 

country^ ® ® ^^^'sfying itself only that the 

orobl^l reasonable efforts to deal with its payments 

special fluctuations in their'^expon receipts ® to compensate 

bu, ^!’‘\L“d«isio;JtAheTSd fnT/ii" r 

*» completed in three or five vears Draw^n 0 *^‘*“'T ^ 

•greements” are renavable i« “stand by 

assurance of a credit iSie m exchanEe^ r a « countries 
J year. Charges on actual dr^Sai i Percent 

but ‘debtor* country mav oav in ft« usually payable in gold metal, 

half its quota. ThSe are servias Sia^ ^te below 

varvino - service cnaraes and AtfFi^r 
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gold or in eligible currency. The currency must be convertible and the 
Fund’s holdings of the said currency must be less than 75 percent. In 
other words, the ‘eligible’ currency must be the currency of a Fund 
‘creditor’ and not a debtor. A country establishes an effective creditor 
position in the Fund as these drawings of its currency by other members 
reduce Fund’s holdings of the currency below 75 percent of quota. 

In the first 10 >ears. 92 percent of the drawings were in the U. S. 
dollars. These drawings reduced the Fund’s holdings of dollars in 1957 
to 2« percent of the United State’s quota, giving America a gold tranche 
position in the Fund of nearly $2000 million. However, by 1953 Fund’s 
holdings of dollars had been increased to 75 percent which meant that 
U- S. dollars were no longer acceptable for other countries’ 
‘repurcha'Cs’. Upto 1966, the U. S. A. financed around 10 percent of 
its liquidity deficit and the run down of its creditor position amounted 
to ' 1,800 million, still she remained within her ordinary gold trauche. 


In case the Fund requires to mobilize special support for one 
currency, it can borrow individual currencies, can buy it for gold and 
can authorize members to impose temporary discriminatory payments 
restrictions against the chronic creditor. The first loan of currency 
occurred in W6!. By an agreement of 1962 (and rcnewe.1 in 1966) the- 
member countries of the Group of fen stand ready to provide special 
credits to the Fund in their own currency, provided they collectively do 
80 at first. These credits are separate from the Fund’s general resources, 
anJ are designed for a specific purpose ; to forestall or cope with an 
impairment of the international monetary system. They are res^ved 
to meet the drawings of the members of the Group of Ten itself. Ui'cc 
established as a watch dog body, the Group of fen with its dycct 
representation of working officials of the member governments and no 
international staff, came to regard itself as a responsible body for 
maior policy innovuions and decisions on mtematioMl monetary 
affairs generally ; which caused the inevitable frictions with the I. M. 

itself. 


The negotiation of these credits marked an important extension of 
the purposes for which Funds resourws were origmaUy designed 
Earlier the Fund’s resources could not be used lo finance a large or 
sustained” outflow of capital. However, later declared that a request 
from a country facing an outflow of capital would be tinted by the 
Fund • in accord.ince with its accepted principles, i.e., that appropriate 
measures were being taken to restore payments equilibrium. 

The size of the initial Fund quotas was determined by a comp’« 
formull In the negotiations, each couniry stressed 
suited it. A member of the French delegauon. Prof. R. Mosse, 

subsequently wrote : 

“The Chinese and the Indians would have liked a large weight for 
«r.nulation For the British, the figures on foreign trade were the only 
rmp^tam ones. The Americans were more interested m national 
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income. The French recommended a formula giving strong weight to 
population of overseas territories, and to gold holdings. With respect 
to the Soviets, it was generally admitted that any advantageous formula 
had to give weight to a co-efficient K. representing their sacrifices and 
heroism. In the end, quotas were established more or less arbitrarily 
by the United Slates in a series of deals.” 


The size of the U.S.A. quota was largely influenced by an accounting 
and political convenience. It was 35 percent of the total quotas at the 
time. Because dollars were then the Fund's virtually only usable 
it was the stock of $2 billions of dollars plus 1.3 billion of 
gold that represented the Fund's effective resources. 


The articles provide for aperiodic revision of quotas, and fora 
special review every five years. In the first ten years of its life the Fund 
as largely passive and inflexible. This was a period of strong 
American influence, almost domlnaiioo, which left an unfortunate 

other continental suspicions later on. In 1947-55, 
fn debiting repayments) from the Fund totalled 

U T $1.2 billion. With the arrival of Per Jacobson from the 

locLi;./* managing director of the Fund in 195., the drawings 

rSd SMI drawings in the 21 preceding ye.rs 

The mJvf I ^ billions of this Britain alone had taken over S J billion, 
from drawer on the Fund, by absolute amount, as distinct 

drawrT-^^u^^^K United States, with Sl,640 million 

S($503)r- ^ (*>090), Canada ($726), France t$519) and 


to correct a fundamentAl envisages the use of exchange rates 

it to promote this aunta Jhe Fund's particles do not help 

exchange rates An IV Fund is entirely passive on 

value may be made nnlv ^ ^ a par 

there is of course no artirV member - though, 

country whose exchange > obliges the Fund to lend to a member 
has in fact! be out of line. The Fund 

dealings with the smaller^trflH^i»^ approach to exchange rates in its. 
regime** (195o-t?). when a wo!fd the Jac.bson 

"“J.'n*rcd capital mownwnts seemed^ convenibility with 

It did before or has done since theF^ndB^^f® credibla than 

to the preservaiion ofexistine naSm Sr commuted its prestigo 
leading currencies. Subsequemlv** rates among the 

It has recognized, at ffw?antuallv ^ 

rate vanations. But its concem^wifk • exchungo 

With the avoidance of speculative distnrhfl^^^°*® in general and 

m publicizing that atS^ Wh tricky position 
only in sudden, in calculable steps. tficTofe 
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EVALUATION OF THE WORKING OFI.M.F. 

The growing problems of the U.K.. in her balance of payments, and 
the erosion of tne international status of sterling, clearly indicates that 
the f.M.F. has been unable to administer the classical medicine to the 
U.K. Further the Fund has als^ failed in persuading the United States 
to play the rules of gold exchange standard Hjr balance of payments 
dificit gat very much out of hand. The Fund has not succeeded in 
advising the U.S. to make the needed exchange rate adjustments. 
The Fund has also failed to impose multilateral surveillance upon 
the U.S. 

The Fund must be the main source of shortterm funds to countries 
in balance of payments difficulties Only when it performs this action, 
can the Fund influence the internal economic policies of the deficit 
countries The European countries— central banks and their govern- 
ments— and the U.S have almost acted as rivals to the Fund. The 
phenomenon of currency swaps points to the by-passing of the Fund 
even as a clearing house. 

The Fund has almost failed in persuading the U.S. to revise the 
oric* of eold The Gold Pool device failed to keep down the market 
price of gold. The Fund has now embarked upon the introductmn of 
a new rfserve asset, though initially it showed its reluctance .'" doing 
SO It oreferred to experiment with quota increases, liberalisation of 
tranche borrowings and augmentation of its resources through Generd 
A^angeme^^^^^^^ It « only later that the Fund began to think 

ffi ferm^f a new form of liquidity automatically increasing year by 
lear and deemed unconditional. ' The Fund’s pr-^posals for the 
Lecial Drawing Rights may be interpreted by some as another device 
to escape the basic issue of gold pnee revision. 

xK. r.ind has helped the under-developed countries m meeting 

^"*'1 '’"ment" Ther'e is" dispm^^ Kerrte^qrntumPs a"dequam 

rate chance has been suitable. 

•...o criticize the post-war monetary system as 

Some econnrmst respect ofiis ability to impose adjustments 

being grossly m^hanism of adjustment, according to 

speedily and m Jf/ l^p"and continuous The deficiency 

In'thU msplct h momTSs tha^n the inadequacy of liqu.d.ty 
in this p ac it was never specifically charged 

The I.M F. may be fiscal policies. It 

with the duty to dlv th“ IMF. was not designed to 

must take them as gtven. . •'j ^as to be only a lender of the 

}L"t7es"oir whether the ffin^ has bi^n suc«ssfu. or not should be 
judged the initial parties were viable parties ; 
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(5) whether the tendenices towards fundamental disequilibrium 
were noted in times and corrective action was properly advised 
upon ; 

(c) whether the individual countries, which were advised to 
devalue, were enabled to tide over the short-term liquidity 
gap ; the fear of emergence of which, would have discouraged 
devaluation ; 

id) whether after devaluation, the countries were restored into 
equilibrium state? and 

(e) whether the Fund arrangements were sufficiently elastic to 
i>erniit the growth of supply of suitable forms of international 
liquidity. 


“Looking at the PTneriences of the U.K. and the U.S.A., the 
relations between the USA. and the Western Europe, and the break? 
down of the efforts to maintain a single uniform gold-price, it is not 
clMr whether the Fund can b<» credited with major achievements. Nor 
IS It time that equilibrating tendencies are gathering momentum, and that 
the world community is converging to an agreed solution, which is 
also lasting. It is not even correct to hold that in the'post-war world, 
major re^sstons d*d not occur , nor have the major countries continuo? 
jmv maintained full employment. In fact unemloyment has been a 
wurnng sore in the U.K. and the U.S.A. Balance of payments 
dehcifs have persisted in spite of unemployment. Many countries have 
mamtameOigh reserve positions though thev have lost some “growth” 
inerehy. There has been a frequent complaint in the West Europe that 
II- f? primarily involuntary ! being imported due to 

sunniv ‘deficit positions did not imply reduced money 

^ ‘surplus’ positions did not 

Smenf^Tlll "’"T *“*^*"1^ 4“"* is a major 

working of the Post-War monetary system. It is 

the came^^ oV*fn non-playing of the rules of 

that^Sr tL \ weakness of the system itself. It may even be 
game'in^#h<» w ^ arrangements the sight rules of the 

vtTanS countnes required the build-up of gold reser- 

be the ideal miL ^ clock room rule of reserves may 

exchange standard when the keycurreney 

saa,4ions Tre ntodiBcations, the following 

rm SUanee converted into a central bank 

range Wf) lie T'® enlarged 

Driashould be changed to abandoned (iv) the gold 

^und Should introdul, a nef "‘hj^ ^S^Te* l?oi^ 

PP. The Gold Monq, Rif, 
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register steady rise every year. Some of these suggestions are 
contradictory to each other. In the issuance of a new liability of the 
Fund, it has also been sugiested that the asset should be counter- 
parted with capital investments in under-developed countries or with 
purchases of stocks of primary commodities combined in a fixed 
proportion. A new media on the basis of a mixture of several 
currencies, particularly of rich countries, taken in fixed proportion has 
also been suggested. 


The I M.F.’s fina' scheme combines the ideas of (0 fixed-proportion 
n^ultiple currency reserves (i7) mutual drawing accoun s with reciprocal 
obligation (Hi) a currency or deposit liability issued by the Fund and 
(/v) adhoc schemes like currency swaps and institutionalized General 
Agreements to Borrow. The new reserve asset termed special Drawing 
Rights is not a liability of the Fund. The SD.R are allotted to 
participants not on the basis of new accrual of gold to the Fund to 
the extent of gold-equivalence of SDR's, nor do the riehis flow out of : 
investments by the Fund in the countries of the participants. They 
are ‘created’ by the Fund on behalf of the participants, and in the first 
instance accrue wholly to the participants. The Fund may hold SDK’s, 
when the latter are transferred to the Fund, in the form of payments by 
the participants of charges, for repurchases of member's currencies, and 
for repayment of loans to the Fund given by the latter in the form of 
SDK’s. The participants can obtain SDK’s from the Hund, when 
they need them for reconstitutions, by paying gold and/or foreign 
exchange (gold convertible). Hence the Fund can maintain SDK's to 
its own credit in the General Account, and when the need arises from 
the participants, can transfer or sell SDR's to them. But in the first 
instances SDR do not accrue to the Fund. 

The special Draw ng-Rights variously described as a legal tender is 
in international payments, a major benchwork in the evolution of ^ 
international monetary system, and lauded us an innovation in inter- 
national economic life on par with the creation of paper currency in the 
national economies substituting regular coins in gold or silver, are 
dSened to act as a supplement to traditional reserve a«ets such as gold 
and foreign exchange in the form of reserve currencies. Under he 
Ariicles of Agreements as amended, there will be maintain^ m the 
IMF two separate accounts, a General Account and a special Drawings 
R^’ts Account. The Fund will carry on its present operaUo^ and 
t.in.actions through the General Account, and its functions m special 
Sing rishts thfough .he special Drawing Account AsseU aad 
property as well as liabilities and obligations will be separated. 

n.rnrioation in the Special Drawing Account will be open to 
o^ the Fund and only to them. To become a participant 
Drawing Account, a member will have to deposit with the 
in the Spe setting forth that It undertakes all the obligations 

Fundaninstrum-jit seimg Account. Members that have 

at quotas in the Fund must deposit their 

instruments first. 
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. Allocations of SDR’s may be made only to participants, but the 
ootding of such rights is not r^tricted to participants. The Fimd 

accept and hold Special Drawing Rights in and use them 
through, the General Account. 

The Fund by a special majority (85% of voting power) will be 
able to permit non-members and members that are not participanU to 
■engage in operations and transacations involving SDR. Other holders 
that the Fund could authorize would be institutions that perform one 
■or more functioos of a central bank for more than one member. 
Regional organizations in which members or their central banks pool 

for international settlements arc 

wnsideredto fall within this description. The operations and transac- 
tions between participants and other holders will be subject to the 


principle governing all decisions to allocate or cance 

Si ntr?, •» n>“t long 

f ® ^ supplement existing reserve 

puraose and*"wm ,.1^! Pfomote the attainment of the Fund’s 

tiird is a I^clthoo d"f atu" workfn^T.ha 

the future* adjustment process in 


on]y°byT’Boa“ Gc^nois^&'or 

Admintstration of th^ Pimri * u proposaJs from ihe 

«r.am toes and ia cer.ain^^u^s.a°nc« .l^sTsS^cuoa" 

Perioto which* norma”!?' will\Tfivc °v'’ea'’r'’"‘“H® 
fun consecutively. AllLai on* tS • *" <i«ration and which will 
intervals and on the basis of ,l-- he made at yearly 
decisto to allocation unless’tSc Fun'S 2e“cidcs o°to‘rwi« “ "" 

Fund’s dis^S'ba“sed''o”n does not prejudice 

«“eta to allocate SDR’s or to =/SsDR-s''or‘‘tfdo''S«.' ™ 
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periods can be employed periods i.e. in which there are neither alloca- 
tion nor cancellations. 

A member that becomes a participant after a basic period has 
started mav receive allocation during that basic period, at the 
discretion of the Fund. 

A participant whose governor did not vote affirmatively may opt 
out” of allocations under a decision by giving notice to that efiec’. A 
participant that has opted out with respect to a basic period may 
“opt back in” (i.e. resume rcceivin2 allocations] within the permission 
of the Fund, but the participant will receive only the allocations made 
after it has been permitted to opt back in ; however no retrospective 

allocation, can be received. 

The basic financial obligation that each hen 

^ofc^ Vr ^S& « 

currency will receive an equivalent amount ot is.u.K. 

<5 n R will be issued by the Fund but they will not confer on 

participa nts a”c.aV, ScTp^tr'* and 

in connection with termma ^ obtain currency from other 

Participants will be able to use S es Ihe Fund to 

participants as per Aiticle XXV. jh^t participants can be 

designate part, c,pan sus,ng th^ S^D.aR.^ > 0 “*= “ 

assured that at all times iney Articles 

”'"und"cle LcC' 2 (MW -he F-d to power 

as participant will «ir b has Tnced as Ifincd in Article XXV 
other rarlicipants o”'-'' / ^„e,opments in its (a participants) 
Section 3 (a). A ft^^rand S. D. R and its reserve 

official holding of gold, " f ,h 3 t these developments even if 

position m the balances of the member’s currency and 

Ert-‘’bVan“orprnrent'’dl^^^ fiive rise to a need rouse 

Special drawing right. authorized to 

Under Article XXV, may use the S.D.R.’s 

prescribe transaction m which participan ^ jq help 

Without fulfilling the (b) to present reduce a 

reconstitution by any other to fulfil the expectation 

s “bsrss 4'?;3S...’.5.. (*«»'. 

Sec. 4). 
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Interest will be paid by the Fund to a participant on the excess of 
its holding of SDR over its net cumulative allocation, and charges will 
be paid by a participant on the amount by which its holdings of SDR 
are less than its net cumulative allocations. Interest charges will be 
paid in SDR. The rate normally should be 1- i percent per annum. The 
expenses of conducting the business of SDR are to be met by the Fund 
from the resources held in the General Account. 

Decisions on important matters requires 85 percent majority are to 
be taken by the Board of Governors. The suspension of a participant ; 
tJse of SDR are not to affect the participants right to use its SDR. 
Similarly withdrawal from SDR is not to affect the participants 
tnemtersbip of the SDR. 


The provisions of Article XXXII (b) are designed to ensure that any 
participant using SDR to obtain, “currency convertible in fact” from a 
designated participant can obtain, directly or indirectly, any one of a 
number of convertible currencies that he may choose, in amounts 
aetermiced by the exchange rates prescribed under Article XXV 
Ejection 8, in accordance with the principle of equal value. 

This objective is to be achieved by establishing a group of 

exchTnp?fi^^^‘^^ — '°'®>'‘^o“''ertible at appropriate ratS of 

exchange for balances arising m connection with the use of SDR* 

insfatasntf increases and increases by 

TDsiaJments, as the result of a general review, will require now a soecial 

majon y. . e 85 percent of the total voting power All oX? c Wes 
SimilaJw r' dcds-o"“f ^ ^^ 'iOTiiy of the total voting power. 

vS':'i,rr4l“pe"e^t par 

Now^^'rrKnk nfimy '"joy automatically. 

traueh pSSes “'““'"atie. Gold 

'Will be K to make sold oh "'"I ‘'ansfers. A member 
ateet „bat mi,bt be r4t^de'dr^',a?“S 

wm tt\re' pow^"To‘ TreatelTni'V “ 

Account for the unconditional facility in the General 

Inflects the view that, with the eslablkhmpnt provision 

on SDR, any need for addiXn/to facility based 

as and when it arises, througraKS of SDr"“ “'*■ 
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begmniDg ofthe 60*s. Mr. Paul Bareau is of the opinion that some 
element of convertibility of SDR’s into gold wiirb?^ needed ^ a 
measure of dipplinee/en though the control of the issue of SDR’s is 
^mg to be ID the hands of— no doubt responsible of the IMF. 
What IS more, as the role of SDR's is going to be one of the 
supplemcnttng and ultimately replacing, not gold but the national 
currencies which have proved the dynamic element in the international 
reser\es, confidence in them will depend only on some measure of 
real convertibility with gold. Such convertibility will be required if 
international monetary system is to retain its essential capacity ’to 
operate an equilibrating mechanism*’, says Mr. Paul Bareau. In a 
nutshell, ihc logical cunnination of the creation of the SDR will, 
in fact, be to hasten the conversion of dollars and pound sterlings into 
gold especially when the two reserve currencies have lost their greatest 
as>et and quality in tne form of free convertibility of gold.‘ 


Sharp criticism is made by Mr. P. R. Brahmananda,” Special 
Drawings Rights are not generalized claims on international purchasing 
power Their circulation depends upon the fulfilment v f the SDR — 
currency swap obligations by countries to be designated against. Any 
given country may not get the currency of that countrv which it 
desires. The amounts of SDR’s cannot be significant enough to make 
an impact upon the liquidity problem. SDR’s are of an assistance in 
times of speculative crises ; nor can SDR’s be accumulated and 
decumulatcd at the will of different countries. SDRs cannot be 
carried over intertemporal periods, and hence, will not serve as suitable 
media for settling debt claims. The sacrifice in alternative liquidity 
arraniemenls lost by the introduction of SDR’s in the immediate years 
ahead.”* 


The SDR Scheme and Under-developed EcoDomie.s. 

The under-developed countries are likely to reap greater benefits 
under the SDR scheme because (a) the liquidity provided to the 
under developed countries will be greater in amount than by any other 
measure of augmenting liquidity ; (b) the flow of capital to under 
developed countries will increase because the SDR will increase the 
real incomes in the developed countries and finally (c) the under 
developed countries are likely to benefit because of increased authority 
given to the IMF under the SDR scheme, the presumption being the 
IMF is favourably oriented towards underdeveloped countries. 


However, the underdeveloped countries are hardly in a position to 
affect the working of the IMF working sines the developed countries 
can command the necessary 75 percent voting power. However when 
the voting required is 85 percent, the developing countries may be in a 


I. K. L. BagW, The Special Dra^vin? Rights— \n 
Brahmananda’s G Id Money Rift (Popular Prkashao. Bombay, 


outline in P. R. 
19l>9 pp. 282— 293)* 


2 P. R Brahmaainla. The G Jld Money Rift (Bombay. Popular Pikashao. 
U69 pp. 229-230. 
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positioD to influence, but here their mutual decisions and clash of 
interests should be taken into account. 


under-developed countries deface the possibility of some 
Mditional inflation m their countries as a result of ths demand 
pnerated through SDK’s for their goods. Besides the SDK’s are likely 
to delay the working of the adjuumeat processes in the developina 
TOuntries and thus postponing the crisis rather than scotching it. 

** certain whether under-developed countries would not have 

international money were neutral. Thus 
the underdeveloped countries may become the net losers. 


Selected Readings 

1. P. R. Brahmananda : The Gold Money Rift. 

2. FredHirsch, : Money International. 

3. G. R. Ponkshc ; World Money in Ferment. 
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COMMON MARKET 


Q. Examine critically the various issues raised by Britain's possi> 
ble entry with the European Common Market. 

Or 

How India is likely to be affected by the enlarged European 
Common Market ? Suggest suitable measures which could 
enable India in proper adjustment. 

Or 

Discuss the possibility of an Asian Common Market. 

Or 

Write brief notes on : 

(i) The Central American Common Market 
(ii) Tariff and non-tariff barriers in some Asian countries. 

Ans. EEC Commission On British Entry 

The Treaty of Rome requires the EEC Commission to give its 
“opinion*’ on new applications for entry. The Commission in its report, 

welcomed the British to the EEC because countries with “political tradi- 
tions of balance and democracy, which are so old and so deep”, could 
make a major contribution to the EEC. 

However, it prescribes “measures of adaptation, permitting a return 

to l^tmg ^uilibrium”. It hints that Britain should devalue the pound 

rling. It advises that the six countries should be consulted before any 

such major action is taken. ^ 


It also argues that the pound sterling should be stripped of Us status 

i, shares With Wi. U U 

oflte currency should eujoy that status. The whole idea 

“mSsr ~ ':.sr 



2 


INTERNATIONAL ECONOMICS 


national monetary system from that of the currencies of other member- 
States." 

Erropean Economic Community and India. 

Since January 1, 1970, the member-States of this EEC can no longer 
conclude or change commercial agreements with oJier countries by them- 
selves. Instead, commercial agreements are negotiated and conducted by 
the commission of EEC on the basis of a mandate given by the Council 
of Ministers. 

Prior to 1970 common policies were largely in the field of agricul- 
ture and commerce. Now they are likely to share common policies in 
respect of monetary and general economic policies. They have already 
agreed to have greater co-ordination in respect of all policies for the next 
ten years. 

The British as well as the entry of Ireland, Denmark and Norway, 
would increase the EEC's share of world trade to 33 percent from 20 percent 
when these countries were not there. It would be in a position to 
influence the prospects of world trade more than any other single partner. 
Besides a large number of countries are tied down to EEC. Almost 48 
additional countries besides the 10 would have concluded special and 
often preferential commercial agreements. It participated in the 
Kennedy Round of GATT talks for trade liberalisation in 1967 and made 
its presence felt. However, after 1967, the trend has been towards a 
stoppage of the development of liberal conditions in trade. 

A major performance of the EEC has been its agreement on genera- 
lised system of preferences at the United Nations Conference on Trade and 
Development. It is in a position to implement the agreement. 

It has been, according to its spokesman interested in maintaining 
conditions of free trade not only in multilateral context but also in 
bilateral context. At present she has been engaged in negotiating a 
commercial agreement with Japan to contribute to increasing libralisation , 
of trade. It is also engaged in maintaining agreements with countries of 
Eastern Europe. They are also engaged in negotiating commercial agr®®" 
naent of a preferential character with the U.A R. and Labenon. They tol 
special interest In the Mediteirancan region. In case of Africa the 
communities have got preferential agreements with 21 African States. They 
have also promised to extend the similar preferential, treatment to nine 
Anglo-African States in case of the Biilish entry. They have set up a 
European Development Fund, which permits direct aid as well as technical 
assistance to the African countries. 

The Council of Ministers of the EEC responded favourably to an 
appeal of 22 Latin American countries for closer co-operation on a ntulti- 
lateral basis, i.e. with all the 22 countries at the same time. One doubts 
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whether India is at the end of a queue or it is left out from the communi- 
ties activities as mentioned above. 


One might say that, notable in case of some countries of Asia, there 
is a particular combination of general and similar conditions which have 
to be dealt within a similar and possibly in a general way and specific 
pnditions, which can only be dealt with in bilateral relations and by the 
instruments of such bilateral relations. Bilateral, according to community, 
implies that it is acting as one of the partners in such relations. The 
system of grnjralised preferences will aflfect imports into the communities 
of a value of approximately SI billion a year. India is likely to be most 
affected by this development. 


The conclusion of international agreement in the field of raw-materials 
should be of concern to India. Some agreements with the EEC have 
v^ed well. The cotton agreement is rightly regarded as a model of 
g^will agr^mcnt between the EEC and India. The same, however 
cannot be said about the items of jute and coir. * 


h still relatively limited. Exoort 
Ik® commumtiw of India have been registering a continuous decline 
while the exports of India to the EEC have been on the increase. This 
ikely to reduce the trade deficit with the communities. 


IS 


interested n Sap. but she is more 

S acMots thS ^ provided ( I ) 

from ^ t- ^ |Pj«r-<lependence in international life and refrains 

^ her“xpo^^ self-sufficiency, (2) India would increase 

' reduce imnn # 'Volume of imports to remain the same. If it 

toaUy tiT^EEc’ d'etoL v t 'V' «>' ““ (3) 

countries in thek iSSopmem pro^raiJiM. 

interrat^ in cfoler*pom^l’ilSfon‘‘^?h 

is strengihenid. India and the international peace and prosperity 

field of commodities and tariff harrSPl 7®®? co-operate not only in the 
non-tariff barriers on co-operate'' about 

of joint ventures and help each o^P^ore the possibilities 

promotions. ^ a®*“eve the objective of export 

ti commodities b^Ts'^e*of mtemation » policy of exchange of 

this end in view there is economic co-operation. Keeping 

the EEC. ’ " ® co-operation between India and 


Asian Regional Economic Co-operation 




4 


INTERNATIONAL ECONOMICS 


Significant proportion of world irade {i.e. 32 percent of world trade) 
occurs among the Asian countries. However, if we exclude Japan, 
Australia and Nevvzealand, the proportion is reduced. 

Their (Asian) trade with the rest of the world has been continuously 
declining and was about 15 percent in 1968 Thus there arises the significant 
need for increasing intrareg'onal trade, if the targets of rapid economic 
developments are to be attained. 

Such a potentiality exists, because taken as a group, the countries share 
some complimentaries in their economies We have in this region Japan, 
a highly industrialised eC' n -my, Australia, rapidly industnalisuig, Newzea- 
land with a developed nrimary products economy ; scm'-industrialised 
countries like India. Iran and Pakistan : oil economies of Iran and Brunei, 
and most other develop ng C'junirics specialising in a number of prima^ 
commodities like rice (Burmi, Thailand. Combodia) rubber (Malayasia 
and Indonesia) lea (India and Ceylon) and Juie (India and Pakistan). 
Since many of the countries lack these commodities, there exists a basis 
for gain from trade liberalisation measures. 

These countries developed their production pattern under historical 
compulsions. If mutual trade possibilities are increased, more dynamic 
and rational structure of production is likely to emerge over time. 

Many of these countries like Ceylon, Ind'a, Pakistan and Indonesia 
suffer from chronic balance of payments deficits and consequently have 
adopted manv resiricti* ns on imports and exchange etc. Obviously co- 
operation among the deficit countries is required to find a way out of 
payments problems. 

The Asian region shares common features and is a geographically 
knit unit. Transportation costs are likely to be lesser in the region. 
Immediate adaptation of supply to changes in demand is likely. Hence 
the need for greater regional co-operation in the matter of trade. 


Regional Monetary Co-operation 

At present ihe claims arc settled largely in the developed currenciw 
of West ».<?. dollar and pound because these are convertible. H^ce the 
banks of these countries maintain working balances with the banks o 
U.S.A. and U.K. and other countries with hard currencies. They pay 
charges to the foreign exchange dealer for providing the nixessary 
Besides double concession is involved. For instance, Indian rupee 
converted into dollars and these are again convened into yen, (Japanese 
currency) and this conversion lakes place at unfavourable rates, 
addition, the local banks of the countries of the ECAFE 
the pa>ing and the receiving ends charge their commission tor providing 

services for currency exchange. 

It has calculated that till cost of settling the inter-regional trade 
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would be reduced by the extent of 0 75 percent of the value of the turnover 
of compensable inter-regional trade in any particular year, which works to 
about SI 10-2 million of which SIO million would be in hard currencies and 
the rest in national currencies of the union. 


An Asian Payments Union 

The nations of these regions are likely ‘to require very large amounts 
of credits if they are to accelerate their industrialisation programmes and 
without facing imbalance in the balance of payments. The clearing union is 
likely to satisfy this need to a limited extent. Since the additional trade is 
likely to generate additional imbalance, the need for reaching some kind 
of an agreement on this mechanism for negotiating smooth payment, is 
apparent. The formation of a reserve fund by contributions in gold, 
foreign exchange and SDR from the member countries of this region in 
some defined proportion (say 10 percent) of their own international 
reserves would lead to considerable strength to this smoother operation of 
a programme of regional trade liberalisation. 


An Asian Reserve Pool 


The reserves of the entire region should be conserved In the form of 
a reserve fund, because these vary on the basis of time. Reserves are held 
for meeting their deficits in their balance of payments and the amount of 
required reserves bears a direct relationship to this expected variation in 
such contingencies. As a result of reserve fund, the region could do with 
holding of less reserves collectively than by each State, and thus consume 
a lot of foreign exchange. The conserved resources could be used for 
earning more outside the region or used for supplemenlmg resources for 
economic development of the member countries. 


According to third scheme of ECAFE, each country Wv’uld contri- 
bute a commonly agreed fraction (say 5 peicent) of iU international 
reserves m gold or converiible currencies to the Reserve Fund. A member 
country originally would have full title to its contributions and txcess to 
such resources in the case of its needs for balance of payments purposes 
It would also be able to borrow upto some agreed multiple of the amount 
ot Its deposits according to the agreed drawing rights. Credits would be 
granted to mernber countries with due regard to their overall balance of 
payments pwitions (not just regional positions) and the deficit countries 
would be asked to follow corrective on policies. 


because it would be an institution of its own member countries, would 
provide them suppleraentory funds for financing regional trade wpansion. 

tte region 


Tho response of the countries of the region towards the A.R F. is 
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bVc^Se'^ofTheir « “T"’" °f 'heir inlemational 

reserves oecause ot their stringent payments situation. But a few cnirntriAc 

are interested in the idea of Asian clearing union. countries 

Implications for India 

defick"£.r/'n faced continuous payments 

and Linien/^l^-^ larger amouDts of development 

whhTh^ ® Jmporls. (2) her exports have not been keeping*^ pace 

increa^in^ n ex'crnal debt has been conlinuoLly 

4^ aid frnmV"^ assumed huge proportions, 

fArA- ^ from foreign sources has been slow in coming, (5) private 

foreign capital has been relatively shy in her ca^e. (6) import substhution 

programmes have tremendous economic costs and finally (7) other countries 
ot the region have been doing better on the front of exports. In this 
context, India must search new markets and the search for Asian common 
marker IS appropriate because of geographic location and proximitv to 
consuming centres * 


India has achieved greater degree of industrialisation and can export 
non-iradiiional items to other developing countries of the region. The 
Indian economy provides some complimcntarity to the cconomus of 
coumrics in the ECAFE region. As such when trade is liberalised, India 
IS likely to benefit and would have a greater turnover of trade of non- 
tradiii «nal items within the region. 

On the sub regional basis, India and Pakistan have complementary 
economies I'nd can have a joint policy of several products. 
With the emergence eT Bangla Desh, chances of sub-regional co opcraiion 
with Barigla Dj'h are brighter. Their economies arc m*»rc ccimplimcmury 
and India is likely to find a booming market in the Bangla D.sli. 

Similarly. India and Ceylon can have a uniform policy for the export 
of tea. Iran can help India in her oil industry, can provide inputs for 
fertilisers industry. India can provide material and technical know-how for 
settingup joint ventures in Afghanistan. Ce>lon, Nepal and in several 
South EdS' Aslan countries. India can also expand her export t>f non- 
traditional items to hese countries. 

India's participation Is also likely to carry some costs which are 
following : 

II) Some domes'ic producers miy be hurt because of trade 
liberalisation (2) Govemme.it may face a reduction of revenues. (3) 
Liberal imports may aggravate her balances of payments position. (4) 
India may have to import several commodities which it can produce at 
home with lesser costs. 

India has scveial items to export to countries of this region, but 
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they do not have many items to export to India . However, on balance, 
India is likely to benefit in the long run. 

The trade Ijberalisation has not been possible because (1) Pakistan 
has always followed hostile policies, (2) Nepal has not shown due 
understanding as trade and transit issues and (3) Burma has been too 
much Mnserved with self-sufficiency. Similarly, India stands to gain a lot 
trom frieridher wntacts and understanding with the South East Asian 
region, Indiahas to be aggressive in her export drive. She has to 
supplement bilateral with multilateral and regional agreements. 

From the clearing union India could, according to one 
save about $6 million a year. The gains would have® been™ the Zion 

wuntZ only “'^Wished between the developing 

.ini« fifs nothing to lose if she joins the regional oavments 

union because she been a chronic deficit nation. India mi £ 

BACKGROUND INFORMATION (I) 
counTrTeir developed 

I™po*trieiadZ.omroTSraluZ‘^^^^ 

based oJ[ various ZTs«' of '^''"='''8 schedule 

imports on commonwealth cotmriL. “ Prefcremial tariff on 

categories as goo!b^^*^Foreion Importers classified into various 

BanS Ad%fbrum im^orf^uty 

number of items prohibited for imn ®gmnst luxury items — 

commonwealth countries and for Preferential treatment for 

nrrangements have been signed. countries with whom special 

two <>■> '»« '"dian model- 

members of GATT. sctiedule and the other for imports from 

Ma'ayaala. Libera, licening po,ioy-„„s, 
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O-G L. basis— combination of ad valorem and specific duties — two column 
tariff with preferential commonwealth schedule. 

Background Information (2) 

The Central American Common Market— An Assessment 

of its working 

The five participating countries to the General Treaty for Qrntral 
American Integration in I960 were Gautemala, El Salvador, Nicaragua, 
Hondwas and Costa Rica. 

The results of the union have been impressive. The external trade 
of the area grew faster than GNP and inter-regional trade increased faster 
than total trade. In I960 intra-trade formed only 6 4 percent of total 
trade : in 1 965 the proportion was 15’8 percent. Economic union meant 
increased capacity utilisation and better allocation of resources. The 
trade diversion effect was conducive to greater economic welfare. 

The problems looming large in the near future arc many. Firstly, 
there is the need to ensure equal regional development and to determine 
the location of industries accordingly. Secondly, the common external 
tariffs could mean “static non-compressibic imporis” in the face of 
fluciudting export earnings with accentuated balance of payments 
problems. Thirdly, the ever increasing flow of foreign capital may 
reverse direction during adversity with added pressures on foreign 
exchange rcscrNcs. 

The outlook on the whole is, however, promising. Tax structures 
have been modernised and forward-looking cntcrprenucrial gcr( ration 
created The various lending institutions and the alliance for progress 
have committed large sums of assistance In view of the apparent approach 
of the “take-off” state. 



THE GATT 



Q. Discuss the function and objectives of GATT. To what extent 
has it been helpful to the under*developed countries 7 Or 

Evaluate the GATT from the point of view of the less deve- 
loped countries. Give suitable suggessions for reforming the 
present state of affairs. 

Ans. General Agreement on Tariffs and Trade 

The contracting parties to this Agreement aim at contributing to the 
objectives given below, by enteiing into reciprocal and mutually advan- 
tageous arrangements directed the substantial reduction of tarriffs and 

other barriers to trade and to the eliminaiion of discrimination in inter- 
national trade.* 


1 . Raising standard of living. 

2. Ensuring full employment and a large and steadily growing 
column of real income and eflective demand. 

3. Developing the full use of the resources of the world. 

4. Expansir n of production and international trade. 


multiblS^ achieved by the promotion of free and 

are to hrmHnr^S* x}\ tariff and trade restrictions 

trad^barr?.^ substantially and not to be abolished. In other words. 

annlv to survive. Further, ‘substantial* does no? 

is accented a< n i <*'Scrimipation. In other words, discrimination 

elimination nrdi<^ the reduction of the tariff and the 

elim.nat.onofdiscnromatton^tobeona reciprocal and mutual advan- 


(t) 


Preamble to the General Agreement on TaiiH and Trade. 
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tageous basis. The idea of strict reciprocity discriminates against the 
UDC. B-'sides, the Articles of the General Agreement do not insist on 
strict reciprocity*. 


The GATT was a unique experiment in multilateral commercial diplo- 
macy and arose in 1948 from the various post-war discussions on the 
reforms of the international monetary system. The Havant Charter was 
never ratified but the GATT came into existenre in 1948 as an instrument 
for promoting free trade, multilateralism and non-discrimination in inter- 
national trade. 

GATT established a set of rules regulating commercial policy on a 
contractual basis among the contracting parties and has a total membership 
of 75 nation with 5 being the LDC. The fulonurn of the GATT is me 
‘most favoured nation clause whereby member countries grant one another 
treatment alleast as favourable as granted to any oth^r party— with the 
provision that under certain conditions custom unions and free 
regions could be form. d. G\TT also specifies that protection should be 
extended exclusively by tariffs and not by quantitative restrictions. 


GATT’s principle of reciprocity assumed an equality among countries 
which never existed The LDC had to constantly pursue for protection 
of their infant industries and exports of primary products. Free trade and 
multilateralism remained pious platitudes. In assuming the obligations ot 
GATT, the LDC have found it difficult to release foreign exchange for 
input imports and to accelerate exports. 

GATT provided for short-term imbalances ; long-term structural 
imbalances were completely lost sight of. The advanced countries retained 
restrictions on ba’ances of payments ground. Quantitative restrictions were 
outside the scope of most favoured nation clause. Waive clt^s, escape 
provisions, minute tariff classific .tions. these and other device impeded 
the full flow of trade liberalisation. Policies of protection retained im- 
abashed predominance. The French openly declared that free play 
could not be permitted in respect ot agricultural products. 


The LDC have not been able to make much use of the spwial pro- 
visions (Art XVin A andC) for alleviation of their obligations, however, 
this is mainly due to the fault that lestrictions seem to ^ defensible on 
vi.iually all grounds. The LDC have also not able to Par^ipate 

actively among themselves in the successive rounds of 
as a number of trade barriers, although negotiable m theory, 
to be semi-permanent, such as the various compensnmg and d^^^erential 
levies. Most of the rules are complicated with restrictions reprding princi 
pal supplies a substantial interesT which are mainW tnapphwb.e to the 
LDC ^ Any advantages that have accrued to this LDC stem from indirect 


{{) Dr. K. K. Gupta, International Economics (Dcllii, Atma Ram A Sons, 
1969 pp a8H.3s^9). 
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gams as a result of negotiations between affluent countries extended grudg- 
ingly under this 'm-f-n' clause. 

In 1%3, an Action Progyamme listed a seven point course of action 
to promoTe the cuuse of the LDC— duty free entry of tropidal pro^i!-' 
‘stand sliir on new trade barriers, elimination of quantitative restriction, 
elimination and reduction of tariff on primary products and semi-processed 
and processed goods, reduction of 6scal levies and annual ‘implementation 
reports’. These aims are yet far from being fulfilled notwithstanding the 
Kennedy Round concessions. 

The basic drawback of the GATT is that it is founded on the theory 
of comparative c<Kls which has only a limited validity for developing 
countries. 


Irrespective of comparative advantage most developing countries are 
unable to export goods even when their prices are competitive as they have 
' to face an export maximum determined by domestic supply inelasticities 
and foreign demand inelasticities. Factor proportions and product 
funciitjns became irrelevcnt. For manufactures to be competitive in the 
richer countries markets and at the same time pay at least subsistence 
wages in the domestic spheres, the real cost of foreign exchange would 
have to be very high, if would be far too high in relation to the rate 
required to m^ct primary products* The exchange rate may lead lo a 
glut of supplies of primary products and reduce their price. Thus, the 
terms of trade turn adverse. Production is not high enough to sustain 
the factors of produciion required to produce goods with a comparative 
advantage.^ Because of the foreign exchange gap. transformation of the 
domestic factory into imputs is hindered, exports lag and do not lead in 
mdustiial growth. 


v I’as not served the interests of the developing countries as it 

•^as the developed ones In short, GATT has not helped to create a new 
order which must meet the needs of development. 

It has ^en suggested that GATT and UNCTAD should merge. The 
lormer would pass resolutions, but the latter would execute. In other 
words, a radical reversion of the scope and funclions of GATT is required. 

THE WORLD BANK 

lBRD*'o/'Ihe'wrt?H k Reconstruction and Dcvelop'ijient-the 

(S>^reS5e heM m founded at the Intern.tional Economic 

,vi^S^el9-6 began i s opera .ons 

Associated with the Hnti international co-operative organisation, 

B^cr lu aiii f.Vn status of a specialised 

countries and raiv ih** «***!! gnomic development of its member 
nines and raise the standards of living of the people of the world. 
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The Purposes of the Bank according to the Articles of Agreement are 
as follows : 

(<7) To assist in the reconstruction and development of territories of 
members by facilitating the investment of capital for production purposes, 
including the restoration of economies destroyed or disrupted by war and 
the encouragement of the development of productive facilities and resources 
in LDC. 


{b) To piomote private foreign investment by means of guarantees 
or partic'paiions in loans and investments made by private investors and 
to supplement private investment by its own finances, and 

(r) To promote the long range balanced growth of international trade 
and the maintenance of equilibrium in balance of payments by encouraging 
international investment for the development of the productive resources 
of the members, thereby assisting in raising productivity, the standard ot 
living and condition of labour in their territories. 


Financial structure of the Bank 

The initial authorized capital of the World Bank was $10,000 
million subscribed by its members in accordance with then economic 
strength Each country’s subscription quota was originally decided into 
(a) 2 percent of the quota to b; paid in gold or U.S. do»ars. [b) 1 8 perwnl 

of the quota to be paid in local currency and to be available for lending 
only with the consent of the member whose currency was involved and 
S thTremaining 80 percent to be subject to call if and when required 

to meet the Bank obligations. 


Management 

All powers of the Bank are vested in a Board of 
consists of one representative appointed by each country 
normally once a year. Most of ihe powers of ih.s body are delegated o 
a Board of Executive Directors which usually meet once a Jhere 

af nre^rnt 17 Execuiivc Directors— and are appointed by th®. 

" rt vol'ingpotwroi-lhc eI^uTv" Sirec'orsTre p“opor.iona« 
several loan committees. 

Guiding Principles of the Bank 

In its lending operations, the Bank is guided by certmn polices 
formuUicd on the basis of Articles of Agreement. These are , 


(/) The Bank should assess properly the repayment prospects of 


loans. 
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(«) The Bank should lend only for specific projects which are 
economically and technically sound and of high priority nature. 

(/«■) The Bank lends only to meet the foreign exchange content of 
any project cost, it normally expects the borrowing country to mobilize 
its resources. 

{/v) The Bank does not expect the borrowing country to spend the 
loan in any particular country : infact, it encourages the borrowers to 
procure machinery in the cheapest possible markets. 

(v/) The Bank maintains continuous relation with the borrowers so 
as to check the progress of the projects and to keep in touch with 
financial and economic developments in the borrowing countries. 

(v/) The Bank indirectly places special importance in the promotion 
of local private enterprise. 

The Operations of the Bank 

The Bank makes loans and charges interest varying from 4 percent 
to 6 percent. In addition, it provides a wide variety of technical assistance 
in the form of investigation The Bank has also been enabled to lend 
to IFC (International Finance Corporation). The operation of the Bank 
has led to following criticisms : 

(/) Resources at the disposal of the Bank are inadequate, but these 
have increased considerably in recent years keeping in mind the purposes 
of the Bank. 

(it) Critics refer to the failure of the Bank to play any sigiJficant 
role in accelerating the growth of the L D.C. In latter years the assistance 
has increased relatively, and the Bank has provided very valuable technical 
assistance to LDC. 

{Hi) The Bank was assumed to be partial to Europe and American 
borrowers. In recent years the Bank has been lending to all parts of the 
worldly It has sp^ially increased its loan to LDC while loans to European 
countries have been declining. 

iiv) Diffi^Ities faced by the LDC in obtaining loans from the Bank, 
IS another criticism directed against (he Bank. It is pointed out that 

(а) Specific, urgent and productive projects are difficult to 
identify and agree. 

(б) Funds are required for general developments especially on 
social overhead but the Bank cannot give loans for that purpose. 

(c) It has failed to assist private enterprise significantly because of 

.^qiremept of guarantee by the Central Bank. 
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{d) The Bank does not provide equity capital which is not available 
from ordinary investors for projects of public utility character. 

(e) Ti e Bank insists on payment in the currency in which it has 
joanca This may not be possibles for the LDC as they may be having 
adverse balance with the hard currency countries. 

{/) The undeveloped nations have vast resources which can be 
exploited with liberal assistance from the Bank. 

ig) Higher interest rates charged by the Bank irk many critics. The 
projects for which loans are taken yield low direct returns. Hence the 
interest rates should be lowered. 

The \\orId Bank, whatever its shortcoming, has been able to 
channelize private investment into public development projects in LDC. 
The needs of the latter are many and vital, hence greater liberalisation of 
the terms and amount of loan would be quite appropriate. 

The Asian Development Bank 

The Asian Development Bank (ADB) is a unique experiment. Its 
uniqueness lies in that the major part of the subscribed capital comes from 
the regional participating countries and a minor fraction from the 
developed countries other than Japan. Of the subscribed capital of $ 965 
million, $615 million come from the following contributors : 

$ million 


Japan 

200 

India 

93 

Australia 

85 

Pakistan 

32 


$ 350 million come from the developed western countries with the U.S. 
topping the list at $ 200 million. Membership is open to countries outside 
the ECAFE region. 

The Bank was opened towards the end of 1966 and its aims are to 
promote private and public capital investment in the ECAFE region, to 
render technical assistance in project development, and undertake any 
other activities that would advance its purpose. 

The Charter of the ADB calls for generally “softer” loans — upto lO 
percent of the “paid in” capital can be kept aside for thisi purpose— a 
welcome contrast to the lending polices of World Bank. The principle of 
a Special Agricultural Fund has also been accepted. 

The ADB represents a unique blend of a global partnership and 
an Asian function, has emphasised agriculture, infrastructural development 
and soft loans. The performance has been encouraging. It can augment 
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its resources by selling bonds in the international monjtary market. 


An important principle established by the ADB is that a country is 
n^ot deemed as not credit worthy because of balance of payments difficulties 
The President Mr. Walanabc, remarked in his address to the UNCTAD* 
‘ A country without enough credit-worthiness is thus deprived of an ooDor- 
tunity of receiving a foreign loan, which maybe unnecessary to under- 
take a project which could help reduce the balance of payments deficit 
This VICIOUS circle tends to perpetuate that difficulty ” 


The ADB faces a number of problems. If it gives a high proportion 
of soft loans, it will face grave replenishment problems. To build ud 
r^rves, hard terras and severe criteria have to be enforced Trade res- 
in national investment plans and production mixed 

m the member nations do not come in its purview. Basically the solution 
lies m the general aid from the rich countries. soiuuon 


Suggested Readings 

(1) K.R. Gupta : GATT. 

(2) Harry G. Johnson t Economic Policies towards less developed 

countries. 

(3) John A. Pincus : Trade, Aid and Development. 

(4) Various Publications of GATT and UNCTAD. 
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Q What is the problem of International liquidity. Examine ‘the 

demand f r' and ‘supply of liquidity’ concepts. Of 

Give a brief historical review of the problem of international 
liquidity. 

Ans Historical approach to International Liquidity. 

The ‘golden age’ implies the closed economy The ‘closed 
prevailed when several conditions existed These were :( I ) 
inier-dependent with each other in production (2) the 
of goods IS produced jear by year, (3) techniques are cons.taDt,(4) cons ^ 
tion requirements are in terms of fixed prop->rlion>. (5) there is . .. 

unemployment, (6) the propensity to invest is strong kSant 

the potential savings, { 7 ) population growth rate is pos. ive and isc^n 

and (8), land is in perfect elastic supply. These ^ “es a 

fixity in capital, employment and output etc. so that a 

virtue. One can easily work out the requirements of m^ney as a 

medium of exchange and a certain store of value, as 

dent upon the volume of output. The rate of growth of requirement 

money would be governed by the rate of growth of output. 

However, growth of trade in a closed economy has b^n faster th^ 

the growth of output. Good> are changing. Technology is never smt^^c. 
Oirfuption patterns change continuously. 

Ponulaiion Growth is quite unstable. Land resources are limited. 
rXhe rveSs be different. Sute is an independent entity who^ 

ac.i. ns “re decisive but unpredictable Dijerent have different 

political and economic set-ups and have different aspirations. .Th V b 
HiffVrinfT extent of trade dependence upon others. The imtituiioM 

•structure arc different. People react in different ways to growth inflalio 

exter^^ "dness. Lnsequently. the evolution of a proper inter- 
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national standard becomes difficult. Money cannot be a 'confidence trick* 
here if it is to be universally acceptable. Gold has historically been the 
standard of international liquidity. 

But the supply of gold is inadequate and does not correspond to needs. 

If gold supplies fail to increase in the r«^uired manner, and alternative 
source of liquidity is not found out. defection may be a world-wide phe- 
nomena or there may be a world-wide exchange controls. the 

importance of the issue of international liquidity. It is not simply the 
shortage of international liquidity. Shonage of liquidity may be a reflection 
of maladjustments in exchange parities and of the inflexibility of the 
current system in regard to rate adjustment. Some argue for a new and 
artificial device to tackle the problems. Others argue for founding the 
world monetary system once again on gold. 

The theory of international money was first set out by Ricardo who 
suggested that gold reserves would tend to be distributed among different 
countries in relation to their relative capacity to export. In this way he 
was the pioneer of the concept of real liquidity He also noticed how 
through inflows and outflows of gold among the different countries, stabi- 
lity in exchange rates would tend to be preserved- In an international 
system in classical equilibrium, both price levels and exchange rates would 
be stable. 

This was the basis of international monetary practice in some form or 
another from the period of Napoleonic wars to the First World War. 
Economists were concerned when gold shortage was reported. They pro- 
posed bimetallic standard. However, during the post First World War 
period, the growth of trade at a boosted price level had to be conducted 
in a climate of growing gold shortage and of structural disequilibrium 
among different countries. The habit of using the U K. Sterling and U.S 
ooUar as reserve currencies in addition to gold became widely prevalent 
particularly after the Second Great Depression The U.S. decision in 

m marking up steeply the dollar price of gold saved the monetary 

suDdard. However, the world economy has grown at a much higher pace 
now than ever earlier. Between 1965 and 1966 world industriaf produc- 
Uon almost doubled. If compared to 1938, it has quadrupled. Agri- 
witural production has also been growing. The volume of world trade 

SnL. ^ peiccnt per annum as compared to growth of 

income of around 4 percent. Price level has been slightly 
sinw i 95 l import prices have been relatively constant 

At present, 80 percent of the non-communist world G.N.P.. its share 
mtrade, and Its gold reserves appear to be concentrated among the Rich 

U.K., France, Germany, Italy, Belgium, Canada, 
Metnerlands, Japan, Sweden and Switzerland). Countries belonging to 
W«tem Europe have about 80 percent of the G.N.P. of that of U.S.A, 
ana about oO percent of gold reserves among the Eleven. Contrastingly, 
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immediatly after the Second World War limited States had the predomi- 
nant share of income, trade and gold reserves among the Eleven. 

The post-war period has also witnessed a gradual resumption of 
convertibility among different currencies. The International Monetary 
System which has evolved in the post-Second War Period is a medley of the 
gold-standard, the gold exchange standard and a whole host of adhoc 
arrangements. The S.’cond War saw the destruction of European count- 
ries and America as the major depository of world gold reserves and as a 
major source of capi'al ff«-‘ws to the rest of the world. The U.S. currency 
was turned into a maior key currency because she had the largest gold 
reserves and also immense production potential Dollar became the sheet- 
anchor of the po<«-war monetary system because it was convertible into 
gold and vice-versa and because it became the source of major capital 

outflows. 

However, as West Europe recovered, it began to build up reserves for 
the normal purposes of mainraing high production and growth rates. As 
production and trade grew at a very rapid pace, the European search for 
reserves meant vertically the search for dollars. The concept of dollar 
shortage was developed in this period. The perpetual imbalancing from 
differing productivity growth and innovation rate between the U S.A. and 
West Europe explained the dollar shortage As long as West Europe was 
behind the U S.. capital flowed from th. U S to Europe. It implied that 
West Europe, for its growth, became dependent upon rising capital 
outflows from the U S. to her. 


Ho-sever, after the middle fifties the situation changed. West Euro]^ 
continued its rapid growth and the USA. kept on nv:- 'mj budget deh- 
ciis the strength of dollar was weakening The new argument was that 
the advantage of a key currency status endowed the U.S with pri'tlege ot 
incurrinn the budget balance of piyments deficits without, at the same 
lime, seriouslv jeopardising its econ«'my, Tms imp'ied 
of p-iyments deficit ..f the U S was a hinlt n ^e.nuro ort.ie Gold Exchange 
<;tandard. The United Slates printed more dollars unJ attempedt 
command the increased \\\ rid purchasing power. TiiC Weit Europeans 
did not expand their currencies as a rc>u!t of f,ivouraMe fej>er%es i y 
kept on building gold reserves. Hence the ph.nomena of dollar ^hottage. 

Obvioudy the major cause changing the 
monetarv system has been the transformation of a dollar shortage 
T urone f^>r^ dollar glut therein. As a corollary, there emerges n shortage 
of liquidity for potential growth in the US As long as _ 

O'rsMs iMs difficult for a currency or composite 

Jo ^as the most sought ..ficr reserve. Thus there is a qualitative aspect 

to a solution of the gold shortage pioblem. 
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INTERNATIONAL LIQUIDITY— 


What it implies ? 

“The term ‘international liquidity’ refers to the supply of certain 
catagories of financial assets or claims which are treated by all the different 
countries and international financial organizations in the international 
community, as receptacles of calculable ready purchasing power over all 
the domestic currencies in vogue. Gold is the ever-ready generalised 
purchasing power over all currencies under all standards. Under the goio 
standard, only gold possesses the prererty of international liquidity. 
Under the gold exchange standard, the currencies of those countries, whi.-h 
are willing to exchange gold and/or silver for tiieir currencies offered by 
non-resident monetary institutions and vire-versa, come to enjoy the 
property, Such currencies are known as key or reserve currencies. Under 
the gold standard, the price of gold in terras of all currencies is specified 
and Ihe monetary authorities are expected to maintain this price through 
economic policy adjustments and operations of open market or (even) 
transactions in gold under the gold exchange standard, the parity of gold 
with key currencies has to be maintained at least for official purposes.^ 

Under the gold exchange standard, gold is supplemented in a large 
measure by holdings of key currcucics (or short-term claims over tfejn). 
Under a system of flexible exchange rates, with parities fixed in gold and 
those currencies whose parities with goTd are deemed as capable of remain- 
ing invariant are treated as liquid reserves. Currencies whose parities with 
gold are unstable do not serve as suitable stores of value nor as sound 
units of account. 


Any individual country will include under liquidity the total supply of 
spendable reserves it can mobilize at short notice ‘ through adhoc arrange- 
menf largely on the basis of political connecljons between natitns. 
However, such sources of supply do not constitute international liquidity. 
Historically the U.S. and U.K. have enjoyed this status of key currencies 
nil recently dollar had a two way convertibility with gold because the 

U.S. was prepared to maintain the dollar price of gold in 35 dollars and' 

was willing to sell gold in exchange for dollars to non-resiclem monetary 
■jnstitutions. (However, the U S. does not. now, imJertake to niaintairi 
tP's rtoMar price of gold and it has tried to get over the convertibility 
commiiinem by currency swaps and foreign currency loans' • It has 

«qucstcd several governments not to convert dollars in gold. ■ In 1971 it 

openly refused to convert dollars into gold. In other words, dollar 
IS no longer a key currency for general purposes. It cannot be traded as 
an internationally ‘liquid’ asset at par with gold; 

ts. 3® international liquidity, means 

me net gold tranch.e positions of the different countries with the Fund. The 

19®, pp^ I The Gold Money Rush tBombay, Popular Prakasbau, 
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‘net gold tranche' position confers an automatic and unconditional borrow- 
ing right upon the member. However, if the rich countries seek to exer- 
cise their rights at the same time, automatic multilateral clearing may \ 
potentially not occur and the Fund may be potentially left with excess f 
demand for some currencies and excess supply of others. In other words, , 
the net gold tranche funds may not be as liquid as they appear to be. They 
may be treated as ‘Liquid Assets by chance’. 

Thus, from the point of view of international community, however, 
onlv that part of such borrowing rights etc . which are capable of auto- 
matic multilateral clearance can be considered as international hquioit>. 


The supply uf International Liquidity 

Under the gold standard, gold alone constitutes 
liquid reserve, and In the short-period the supply of gold to monetary 
authority is fixed, for all practical purposes, for the world as a whole. 

Under tlie gold exchange standard, the supplies 

world consists of gold plus stocks of key ilmuch ill the 

currencies. These currencies are Jield m lieu of gold. ■ . 

expectation that they can be converted into gold, any time this s ^ 

If Mnvertibility is to be possible, the stock of . ^Thxxs, the 

ves must not be greater than the key currencies stock of gold. i ^s, 
TuaXy of gold exchange is quite strictly determined by he g^ld st«Ks 
of the currency-exporting countries. The extent to xs^uch . 

International reserves m a gold exchange exceeds 

cold is very much a matter of confidence. to main- 

emerges sviih respect to the key countries' willingness and abtliiy to mat 
tain gold convertibility. , 

The three Keynesian motives can be applied to if 

We have considered w'hy resources arc demanded in reserves, 

international community as a whole wants to 
ihe level of price of traded goods will come down, wui o ^ 

nln, the supply of reserves will increase as with stimu- 

in goods prices leads to a rise in the real purchasing to 

lates more gold production. gold’s real purchasing 

hold less of reserves the price level "ith ri^ ana g ^ f 

power comes down. This leads to a thJi gold production 

production sources. We reach the I^,':‘5n?ices a^e fall^^ than when 
goes up at a higher rate when commodity prices are la^ 

commodity prices arc rising. It is when the P nrooensity is strong 

weak that gold production is of pSitical factors upon 

that gold production is encouraged. The impact oi po 

international liquidity is uncertain. 

Suggested Readings 


j 

1 


1 p.R. Brahmananda : The Gold Money Rift- 
2, Fred Hirsch ; Money International. 
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Q Examine some of the major criticisms made against the 
international monetary system. Or 

Examine the various plans for reforming the International 
monetary system. Or 

Briefly discuss the following plans : — 

(a) The Triffln Plan. 

(b) The Angell Plan. 

(c) The Stamp Plan. Or 

Do you agree with this view that the present system has 
failed to create adequate amount of reserves ? What 
solutions would you present ? 

Ans. REFORM OF THE INTERNATIONAL MONETARY SYSTEM 
Difficulties 

The following difficulties have been identified with the working of the 
present ioterDational monetary system and each has at least two aspects : 

(0 Difficulties with the balance of payments of individual countries, 

(а) because of excessive deficits or insufficient surpluses in the 
balance on current account. 

(б) because of massive international movements of speculative 
funds. 

00 Inadequacy of the growth of monetary reserves, 

(а) relative to the demand for ‘domestic liquidity* or to the 
desirable’ supply of domestic money, 

(б) relative to the growth of foreign trade. 

> 

ft > > • • • 
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(m) Fragility of the gold exchange standard 

(a) dangerous to key currencies. 

(b) dangerous to countries bolding large reserves.* 


I. Difficulties with the balance of payments. 

The present system has enabled the United States to increase its 
demand liabilities as parts of monetary reserves of other countries and 
consequently has postponed the substantial gold outflows from the United 
States and thus postponed the warning signals which these would have 
signified. The present system allowed the United States to continue a 
credit and fiscal policy that was basically incompatiabie with an appro- 
priate balance on current account. In other words, it gave the US 
who was facing balance of payments difficulties too much lime. Others ma) 
charge that tlie system gives them less time to cope with. 

The system, in fact, operates inequitably. Its provides inadeqiutc 
discipline for key currfency countries but rather harsh discipline on other 
countries. 

There is agreement that the system should be improved to cope more 
effectively witlx speculative capital movements. Massive movements ol 
capital are caused by changes m international interest rate diffcrenuals or 
by rumours of imminent changes in official exchange rales. These were 
less common before 1914, Hence the gold standaid was less exposed 
such speculative capital mn\ements. At present the emphasis js mo 
upon maintaining and achieving full employment domestically and 
interest rate (even if it leads to outflow of funds) is justified. 


2. Inadequacy to International Reserves. 


It has contended by Sir Roy Hatred that reserves have gfo^n too 
slowly during the last ten or twelve years. Ho\\e\er. Jacobson. Holirop 
etc. dtnv that either the size of reserves or their rate of increase has been 
inadequate. Indeed thev hold that reseives base been excessive. Accord- 
ing to Harrod. inadequacv cf reserves relative to the needs of domestic 
liquiditv resulted in deflation and hampeied the rate of cconoinic growin. 
jiobson regarded il.e influence as inflaiknary since ii permitted a general 
rise in ‘he price levels I'f practically all countric.v. 


Any reduction in the ra io between international ! 

imports mav indicate to some t.x’ent that the growth of go.d ard c>^cha ^ 
reserves has been inadequate. The ratio of reserves to imports fell from 
81 per cent in 1950 to 5o percent in 1960. This, however. .. 

the need of reserves rises proporiior.attly with foreign trade. j. p 

ihercmaybcconlroversyovcf this, it is clear that the prospect for tuiure 


I. Fritz Machlup, Intcrnation.'il Economics (Londin, George .-\lJco and Irw'n 

Ltd.. tS64 p. 29.1). 
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growth of reserves would be dim if the pool of reserves do not increase subs- 
tantially. But this is not likely since the further short-term indebtedness of 
the U.S. is unacceptable to many countries. The only possibility is that 
international reserve can grow only by means of increased supplies of gold. 
The latter being inadequate, a real scarcity problem emerges. Changes ,a 
the perscnt system are necessary if this scarcity is not to be a fact of 
life. 


3. Danger of Collapse. 

The fact that the fast increase of the share of dollar claims on the 
total reserves of the world may be deemed unbearable for the system has 
pin-pointed the fragility of the gold exchange standard Ever since 1950 
the United Stales through its purchases, invesiments, loans and aid, has 
put at the disposal of foreign countries more dollars than thes; countries 
have used for their purchases in the United States. In this tasluon, 
foreign dollar claims, both of private holders and of central b.nks and 
other nation.al monetary authorities, have increased at a fast rate Earlier 
the demand for dollars was eager, but later on it declined and dollars 
were accepted with hesitation. 


There were doubts about the value of dollar exchance. In this 
atmosphere some people talk of increasing the price of gold. ~ This made 
the position of dollars and preservation of gold exchange standard a 
difficult proposition. The strong demand for gold for spcculalivc purposes 
and hedging especially the impatience of holders of dollar deposits and 
ot^her dollar claims to exchange them into gold, increases the ninply 
of gold. Since not all central banks stood ready to increase their cxcaanoe 
reserves at their expense of their gold stocks, it became nxcssarv for the 
American aulhonites to sell gold in order to safeguard the position'of dollar. 
But this involved losses and meant depletion of U S. reserves of cold and 
acted as a further remforcement to the suspicions about dollars, fire more 

d,)wn once again 

as collapsr "*'’'" ■“Of-- bocom=s°.ho 

or termination of all 
on the international payments 
raSurm? ''’'‘■0'‘'‘-'‘on of foreign exchange controls and prohihilion of 
rapiial transfers . import restrictions of all sorts; blocking of deposits 

nahon of thf "r -"‘"-■'ibilily of most curreLies ; riimi! 

bSnnrt ^ -“■■■-" 0 '“ from the official reserves of the cental 

\ ■-‘‘“-‘ion in liquidity everywhere ' 

^en^t incurred by those central banks which did not match tte 
depreciation of the key currencies with equal devaluation nf thp.ir 
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Suggested Reforms of the International Monetary System. 
Fritz Machlup classifies the solution in the following manner 

(1) Extension of the Gold Exchange Standard. 

{a) With continuing increase of dollar and sterling reserves ; 
ib) With adoption of additional key currencies. 

(2) Mutual Assistance among Central Banks. 

(a) With safeguards against expansive credit and fiscal policy. 
ib) With expansion of domestic credit and expenditures. 

(3) Ceniralisation of Monetary Reserves and Reserve Creation. 

(a) With ourdraft fccilities available to deficit countries : 

(b) With autonomous reserve creation by the world central bank ; 
(tf) Wkh finance of aid to under-developed countries. 

(4) Increase in the Price of Gold. 


('0 Vk’ith the gold exchange standard continued; 
ib) With the gold exchange standard abolished. 

(5) Freely Flexible Exchange Rates. 

(a) In order to make internal monetary policies more independent , 


ib) Because monetary policies are too independent'. 


I. Extension of the gold exchange standard. 

The present system may continue if people muddle through it. It is 
expected that confidence in the dollar will be restored, iltat gold pre 
will not be increased, that the U S. will restrict its demand 
that other central banks accept them as part of their reserves, that 
will again be accumulated as foreign reserve, that the new f^^yves 
be adequate for the world's need for reserves. But these expectations y 
not and did not materalize. 


The alternative would be to put the gold exchange stand^ard cn a 
broader base. Some of the strong cuirencies— Gerrnan mark, mne 
Tanc and Swiss franc might be recognized and adopted as additional key 
mrrencics, in that other monetary authorities would “sed S 

iemand deposits in tlie new key currency countri^. The ^ ... 

additional key currencies means not only that third coun^ 
reserves in the form of several foreign currencies, but also ^^1 the present 
;wo key currency countries hold some of their reserves in currencies of the 

new key currency countries. 


1. Fritz Machlup. International Economics (Londoa George Allen and Irwi* 

Ltd . 1 y64. pp. 299 JOO) 
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It is important to understand how, under such a “multiple currency 
reset ve system” official reserves wiU be aflected by international payments. 

If payments are made from one country to another in the currency ot the 
third country, then and only then, will the effect be precisely as under 
the full gold standard the paying country will lose reserves and the receiving 
■country will gain reserves, total monetary reserves remaining unchanged. 

An explicit proposal for broadening the gold-exchange standard was 
made by Xenophon Zolotas, Governor of the Bank of Greece, \yho 
recommended that the present reserve countries should build up sufficient 
balances of major, convertible currencies and be used as massede 
manoevure in the foreign exchange market and to serve as first line 
defence of the key currenc^s. The plan includes a gold guarantee 
against losses from devaluation and favourable treatment of official 
foreign depositors. 

The Roosa Plan, of 1962 encompasses “more or less continuous 
holdings by the United States of some moderate amounts of the convertible 
exchange of various leading countries. The net effect would be to multi- 
lateralize a part of the role performed now by the two key currencies 
within a framework that would place great stress on still further co-ope- 
ration among monetary authorities. The plan does not include any ‘gold 
guarantees’. The plan uses currency swaps {which imply the reciprocal 
holding of currencies) and achieve the desired extension, but these 
(currency swaps) would be a network of bilateral, not multilateral 
arrangements. 

The advocacy of the multiple currency standard is a strange reversal of 
history. Experience taught the world that safety lay in only an inter- 
Qitional money. The world, however, is having three international 
moneys. There are periodic rushes from starting into dollars, from 
dollars into gold. If three international moneys, supplied from sources 
independent of one another, arc convertible into each other at fixed rates. 
Oresham’s law will operate and the scarcest of money will go into the 
hoards. If the numbers of key currencies is increased, it can work only 
if all the issuers of these moneys observe strict discipline in keeping their 
currency scarce. Even political factors may cause hot money movements 
out of this and into the other reserve currency and into gold. 

.To cope with difficulties of this sort, it was proposed that the most 
important monetary authorities should undertake to hold gold and foreign 
currencies in fixed proportions. The Postthuma Plan is reported to be 
behind this idea. In the newer version, the emphasis was upon fixed 
proportions in which countries have to meet deficits in their payments 
balance to other countries. 

The members of the OECD countries should by agreement fix these 
proportions for several years to come. According to this plan, all countries 
(not a few countries) would be treated in the same way. All countries 
would be in the same measure under the traditional discipline imposed by 
losses of gold reserves, the losses would be lightened for all, since every 
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a part of its deficit with its own liabiliUes. 

I he addition of these liabilities to the gross reserves of the monetary surplus 

countries would provide more or regular increases to the monetary reserves 
of the free world. 

The Bernstein Plan restricts the number of reserve currencies to eleven 
uhe currencies of the U S . Canada. U.K . Japan, Belgium, France, 
Oermany, Italy, the Netherlands, Sweden and Switzerland). He proposes 
an agreement “among the eleven countries to standardize the composition 
of their holding of gold and foreign exchange and their use in international 
settlements with each other.” The best way to accomplish this is to- 
establish a Reserve Unit, equivalent to a gold dollar, consisting of a stated 
proportion of caclt ot ihe eleven countries, thus a leserve unit might con- 
sist of 50% in U S currency and lesser amounts in sterling, etc. The 
proportion *.>f the reserve unit consisting of each currency would be agreed 
on the basis of its present role a reserve currency and its importance in 
international made and investment. S ime consideration should be given 
to the total reserves of a country, but not to their present composition. 

Any country having gold would undertake to hold also a miaimum 
amount of reserve units. Ultimately reserve units would amount to help 
gold reserves. To crc.iie tlie reserve units each p-irticlpating country would 
deposit its own currency with tlie IMF in an amauni equal to its pro rata 
share of the reserve utois to be created. In return each country would 
be given a credit on the books of the Trustee dcnom n.ited in reserve 
units. (Bernstein call the IMF a Trustee and avoids term like Inter- 
national Reserve B ink). Thus the Trustee would hold 3'5 billion in 
the currencies of the eleven participating countries and they in turn would 
hold S 3.5 billion m reserve units. All currencies held by the fund would 
be guaranteed against exchange depreciation. The countiies would be 
obligated to convert b.ilances of their currencies, when held by the monetary 
authorities of the i»iher countries, in gold and reserve units in precise 
proportions initially 90 : 10, later on 67 ; 33 respectively gold and reserve 
units. 

AH these plans can succeed provided there is a large measure of confi- 
dence in tlic credit and fiscal policies of the reserve currency countries. 
The increase of reserves as claim against a particular country implies 
increasing amounts of credit to the Central Bank of that particular country. 
This would involve mutual assistance among Central banks of dilTereni 
countries. 

2. Mutual Assistance Among Central Banks. 

The simplest way of helping another Central bank would he for the 
helping bank to purchase the currency of the bank in need of help and to 
continue to hold the acquired foreign exchange for the time being. This 
can be done cither without any previous arrangement or on lii« basis of 
stand-by agreements. Of the various which the support action may take, 
the most f ivourcd calls for loans to the IMF by central banks of surplus 
countries in their ow n curr«.ncies. enabling the Fund to sell these currencies 
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to the monetary authority of the deficit country, which pays with its liabili- 
ties (and a promise to repurchase these liabilities as soon as possible). The 
purpose of this support action is to provide compensatory fin ince to a 
country suffering from a massive out-flow of short-term capital. (For 
details see the I M.F.]. 

3 Centralisation of Monetary Reserves 

The Triffin Plan gains pride of place in this category. It creates new 
reserves in the form of deposits for the various nations in the XIMF 
(expanded IMF). The XIMF would create these XIMF deposits by lend- 
ing to member countries and by undertaking investments in specified securi- 
ties. Tiie Triffin plan is really a variant of the Keynes’ plan for an 
International Clearing Union presented towards the end of the last war. 
However. Triffin pioposals have been specifically designed to affect a tian^i- 
tlon from the present system. 

The global requirements for reserves can be guessed. It can be a 
fair assumption that an increase in world trade and capi’al transactions^ 
brings about a concommittant increase in imbalances requiring finances. 
Triffin empliasiscs, ‘’I do not believe for an instance, however, in any rigid 
mechanical connection between such growth rales and the eNpinsicn of 
monetary reserves.” Further he adds. “The desirable rates of such increa- 
ses, however, bear little or no relationship to the resources from which this 
pool is now most erratically fed.” 

Triffin suggests a switch from national to international decision-making. 
In his own words. “The most promising line of approach to a long-term 
solution of the problem lies in the true internationalisation of the foreign 
exchange component of the worM’s international reserves : protecting the 
world’s monetary system from the instability resulting from arbitrary shift 
from one reserve currency into another or into gold,” 

The Triffin Plan keepi within the international frame-work of the IMF. 
His XIMF (expanded IMF) would be very much more an cffcclivc decision 
making body than the IMF is to-day. 

There will be a substitution of XIMF balances for natural currencies 
as international reserves. The unit of account is designated as B.incot. A 
Bancor umt would be equal to a specified amount of gold and each 
currency’s value would be in terms of Bancor. 

At the outset each country would be required to acquire XIMF depo- 
sits equal to a certain proportion of the country's total reserve holdings 
(witli gold/and foreign exchange). These deposits would be purchased with 
gold and foreign exchange. Countries would be bound to accept bar.cor in 
Mtllement and could cover deficits by drawing down their bancor deposits. 
A country that had a bancor deposit greater tlian the minimum required. 
Muid ask for gold or foreign exchange from the XIMF. Thus gold could 
be purchased from Uie XIMF. 


proposes that all pound and dollar holdings should be 
transferred to the XIMF. These would be gradually liquidated. 


28 


INTERNATIONAL ECONOMICS 


Bjncor. it is expxted, would be preferable to national currencies 
because of the gold and exchange guarantees afifecied for it. In the hope of 
making it preferable to gold interest miy be paid on bancor deposits. 

Exchange rates would largely be fixed but, as under the IMF, they 
could be changed under conditions of fundamental disequilibrium. 

■ The o\erall pace of reserve creation should be adjusted in such a 
way as to stimulate a maximum use of the non-inflationary potential 
for world economic growth. World reserves in Triffin's scheme increase 
in three ways : (/) gold production, («) XIMF credits to deficit countries, 
{///) investments in securities. He suggested that the rate of reserve 
creation be limited to 3 5‘^o a year and that reserve creation in excess of 
the given figure be subjected to a qualified vote rather than a simple 
majoritv vote. Tltc adjustment mechanism would be the same as is 
under the IMF. This IMF like the proposed XIMF has powers of 
surveillance and its loans to defveit countries are conditional. U cannot 
•be assumed that XIMF would be more successful in foreign adjustment 
at the right lime and the right pace. 

The Angell proposal attempts to meet the gold leak possibility under 
the Triffin Plan. Angell proposed that gold be used to buy bancor 
deposits but not vice-versa. Transfers of gold between member countries 
or between the members and the XIMF would not be required but could 
only be arranged by mutual agreements. But XIMF members would be 
required to accept bancor deposits from others in settlement of deficits. 
Gold would be eliminated e.xccpt where convenient. The Angell Plan 
attempted to set out operational criteria to achieve the objections of 
Keynes and Triffin while moving the world away from dependence on 
gold. 

Basically dilToient from the above was the plan devised by Maxwell 
Stamp which tied reserve creation to loans for under-developed countries. 
Stamp would have the IMF distribute certificates (of deposits) 
to the LDC which w*mld use them to pay for imports from developed 
countries. The developed countries would use these certificates as reserves 
and as means of settling balance of payments deficits. 

4 . The Price of Gold and a Return to Gold. 

This school of thought docs not regard gold as a barbarous ^lic but 
as a useful instrument. According to Jacques Rueff and Sir Roy Harrod. 
the yellow metal has had an eternal lure for mankind and any plans for 
reforms shoald be based on this human instinct. If the pri.ce of 8°*“ 
were to be raised, to 5ay S 70 per oz. from the present artificially peggeu 
level of S35 per oz. (last fixed in 1934). the production of gold m ine ‘fef 
world (S. Africa) would gain impetus. The sale of gold would ^ 
accelerated. The values of the gold reserves held by the US. and tnc 
U K. would be enhanced and world liquidity augmented. “Ifthe 
of ounces”, says Harrod. did not keep pace with the growth of traae. 
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the value of world reserves might nonethc'ess help because the value of 
each ounce tends to rise. Some would advocate a return to the gold 
standard. In India, P.R. Bral»raananda is in favour of a return to gold 
standard with some modifications introduced. 

The basic objections levelled against a revaluation of gold in a number 
of quarters are ; 

(/) Ft results in irrational distribution of liquid assets. The main 
beneficiaries will be the gold producers and those who hold their reserves 
mainly in the form of gold. 

(//) The world cannot do with once and for all revaluation. Reva»- 
luation will have to be repeated from lime to time, thus adding fuel to 
the inflationary fires. 

(/»«) It results in a sudden upsurge in liquidity. Liquidity has to 
grow smootlily along with the requirements of trade and payments but 
not by leaps and bounds. 

There arc a number of other gold based proposals. Machlup 
advocated the systematic lowering of the price of gold over a phased 
period to eliminate hoarding. The MIYATA-WONNACOTT Plan 
aimed at eliminating gold speculation by raising the price by small 
gradations which would be announced before hand to reduce any un- 
certainty about the future. U.-.der the PIQUET Plan, the U.S. would 
guarantee the sale of gold at $ 35 per oz. but not the commitment to buy 
at this price. Posthuma proposed a maximum 60 percent content of 
gold in the reserves of industrial countries. 

5. Flexible Exchange Rates. 

The economists advocating flexible exchange rates form an impressive 
^oup Friedman, Sohnaen, Halm, Meade and others. The appeal of 
flexiblo exchange rates lies in two directions. First, balance of payments 
adjustments are automatic. Second, the adjustment takes place without 
the Uaumatic changes in prices, incomes and commerial policies needed in 
a scheme of pegged exchange rates. The band proposal is a variant that 
allows a widening of the existing of the 2 per cent under the IMF with a 
wider band, greater interest diflerentials could be aflfected thereby allowing 
more freedom for a country to influence capital movements without 
aitenng domestic rates. 

Suggested Readings 

1 . P.R. Brahmananda : The Gold Money Rift 

2. Fred Hirsch Money International 

3. Fritz Machlup International Monetary Economics. 
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Q. There has been mixed evidence upon the role of private 
capital in the economic development of nations, so that a 
complete analysis of the economic repurcussions of capital 
inflows into the host countries becomes necessary. We may 
persue the subject in the following manners : 

(i) Effects on G N.P . G D P. and resource allocation 
(il) Monetary and price stability 

(ii) The Transfer Problem and the Balance of Payments. 


Ans. Resource Allocation, G.D P and G.N.P. 

Direct investment involves a transfer of personnel, techniques and 
capital. Additions to the stock of existing techmail ^'^^wledge m l<»s 
dcvolopvd countries help to accelerate tt^e rate of growth. • 

techniques have been stagnant over a long time, henw a ® ^ 

technique leads to considerable change m the production, adva^« 

,n science arc applied to commercial uses ^‘>^'='8'' dr 
with such attempis made by their parent countries and make full use of their 
research results This automatically benefits the less developed countries. 

In the beginning, the foreign ‘/^n "cos^ “resuhfm the 

-cads « 

signilicant charges in the demand and expenditure pattern*. 
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relation to gross domestic product though the latter may not decline 
in absolute volume. 

It depends whether foreign investment will lead to monopoly, con- 
centration of economic power or to a greater competition. Rising shares of 
the market, high income asset ratios and favourable productivity are 
likely to result. Generally the high cost marginal producer may be 
eliminated, but the commercial policies of the host country mav «ave 
him. 


Where resources flow into lines or are subject to utilisation by licensing 
under patents and trade marks, concentration becomes a definite policy. 
Part of the patent game is to hide some technical knowledge that is 
theoretically public Technical knowledge of the patent Is public, hut the 
Tight to use it is restricted. Without complementary know-how a buyer of 
patent rights may find his purchases to bo worthless. 


■««« developed countries it is important that the transfer on 

SS? 5-u » ‘package dear w ith that of patent 

submitted to the working group of 
iJiNui AU— II at Delhi recommended that : 

naten?^^®Jn5'^^ countries should encourage and assist the holders of 
patented and non-patented technologyt 

transfer to developing countries of technology both 
and non-patented, including new teclmology, on reasonable 


restrSon? agreements any undue 

pSet^ ^ ^ countries of the resXnt 


and imposing such conditions on the supply of plant 

£ S23-;.iS 


Si' rsas-esu-t gs.s-E, 

<mJreavriteityand“S°ente^^^^ technology ouiright so as to 

of H«nsii?rof '“mSed Kin’S'"'® possibilities of oulrigh. purchase 
g imported technology and patented know-how for the 
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common needs of their industrial development on a suitable participation 
basis ; 

(/v) associate their scientists and technology from the earliest stages 
in the process of transfer of technology, so that technology is absorbed 
within indigenous research and development, and utilised in the most 
efficient and economic manner ; 

(v) exchange scientific and technical information and assist in the- 
transfer inter se of tried out indigenous technology. 


The UNDP should give its full support to : 

(/■) pre-investment activities concerning the transfer of technlogy 
as enumerated above, and 

(f/) technical assistance on specific requests from the governments 
of the developing countries. 

If the government of this host country provides exclusive tax benefits 
to foreign investors and protects them unduly from competition, monopoly 
results. The provision of trade marks often leads 

as a result of better quality or product differentiation. E\cn . 

price level, advertising and other sales promotion 

m shifting the demand curve upwards. The method of ^ ^ 

cal assistance atfects the price structure. A royalty on ou put ends 

to be included as a fixed percentage of costs at all ® , , 

based on sales however, it is deductable from price 
Marginal revenue is affected and also the optimum 
the price as concentrated to a method where these levels are 
If the return to the over-seas investor is m the shap. of a s p 

price and output decisions will not be directly affected. 

„po;^ 

rdvamage ofcoCra.l'v^osis vJuh sp^Hd reference to P-duc.^ 
skin an®d technoligy. There may be 

exports from the developing countries ^ in sheltered 

transport cost differentials. ^ specifying^ countries to where 

markets-such restrictions take the form of s^'^’ng ^ ^ 

exports can be made. royalty S^Lport rates 

distribution m imporlirg territories ^However where the volume of 
is yet another restrictive 8'^ pvnort surplus these restrictions exist 

“h"ei,^y ffan intacUce“ d a^re counter balanced by the increase 

in national product that is generated. 

Capital that is imported acts ^ fJSra^other 
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of the marginal product over the cost to the employers. If. however, 
factors are hired from a competitive area (particularly with an unlimited 
supply of Ipbour) the marginal product is not greater than the cost and 
no exploitation takes place. Simultaneously there might be a rise in 
real income all around which would benefit the local entrepreneur and 
the entire economy. 

Generally speaking, returns to factors of production are increased 
and not decreased. The volume of savings increases along with the level 
of natural income and acting as forces that more than off set any decreased 
demand for capitals. In the short run, wages may be static as investment 
becomes capital intensive with increasing profits. In the long run, increased 
productivity means increased wages. Government and union pressures also 
tend to keep wages high even with a high level of unemployment. Conse» 
quently this wage level of the foreign firms is higher than that of the local 
firms in the less developed country. As such, modernisation tends to 
succeed. 

Capital, by itself, does not create income. It raises the efficiency of 
other factors associated in creating these incomes. Capital formation can 
be responsible only for fraction of the increase in the produciiviiy of labour. 
If there is no alternative avenue of employing the labour for<^ released 
by a technique, the assimilation effect on the labour force is nil. It is 
generally understood that ‘The Big Push’ overemphasises the indivisibility 
problem on both the supply and demand sides. 

The “enclave effect” has had disastcrous results. Foreign capital in the 
colonial era moved mainly into the extracting industries and the basic 
minimum of social overhead activities were provided. Such firms remain 
an alien sector in the economy. The “backwash” effects come into play 
without spread effects. In specific sectors the marginal physical producti- 
vity of capital is enhanced. But there is no substantial increase in average 
productivity with structural disequilibrium prevailing at the factor level. 

Pecuniary external economies in Scitovsky’s sense arise from a greater 
supply of raw materials, trained labour and the paraphernalia of an 
infra-structure of roads and hospitals. An increased supply of skilled 
labour brings in its wake technological economics. The general diversi- 
fication of activities leads possibly to complementary demand and balanced 
growth on Nurksc’s lines. The diseconomies of scale occur by dominance 
and the selling of knowledge for a high price. In Pigovian terms the 
SMP (Social Marginal Product) curve shifts to the right for net external 
economies and to the left for diseconomies. The PMP (Private Marginal 
Product) curve is static. 

If foreign capital fiows into protected industries, profits go up. Profits 
increase in domestic protected industries and are reduced in those industries 
where imports have been kept out by protection. Thus ‘defensive invest- 
ment’ sets in to maintain a share of the market at average rates of return. 
'Factor prices are reshuffled and capital flows into import replacing lines. 
In regard to agro-industries the elasticity of supply of foreign capital is low. 
If exporting had been more profitable men there might have been more 
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capital. But whether reduced protection would have meant more capital 
and more exports, is still a question mark. The general protection of 
imports raises the flow of capital into import substituting lines that are 
capital intensive Hence it is argued, that less developed countries should 
import capital-intensive items unless there are factor reversals. 

The “Leoniicf Paradox” presents itself in the reverse. The LDC are 
suffering from a scarcity of the factor endowment capital. A pre- 
occupation with the capital output ratio of the Harrod Doman Model has 
pervaded all theories of economic development. The low savings are due 
to a higl^ “dependency ratio” — a ratio of inactive to active population. 
The catalyst of foreign capital changes the pattern of work— leisure choice. 
In this framework capital intensive imports may be of advantage as 
capital output ratio may decrease — less capital per unit of output to 
overcome the supply bottleneck. Capital intensity may also overcome the 
shortage of skilled labour. 

Monetary and price stabil ity 

A direct correlation between capital imports and price and monetary 
stability (inflation for short run) cannot be postulated. Where foreign capital 
increases the supply of real goods and services in the short run, i.e.. where 
it flows into quick yielding sectors, the overall result is the curbing of 
inflationary pressures. The distribution of income will change and even 
where the real income of the certain recipiciits suffers a temporary fall, 
this long run effect of removing supply distortions and increasing supply 
elasticities will be positive. 

However, if capital imports flow into end-product sector where raw 
materials are still in short supply, the ’linkage effect is absent. An 
import surplus develops, incomes are generated and not offset by a flow 
of goods and services. The classic inflationary gap comes into operation. 
In such cases, increased current deficits would be the answer by l^owcring 
of import duties, changes in exchange rates and restriction of domestic 
credit expansion. The Latin American countries with highly volatile 
rates of inflation have been able to absorb large quantum of forei^ 
canital by the simple process of resuming persistent adverse terms of trade 
with the gap ultimately filled in by official capital from the capital 


exporters. 

Where the host country directs its stabilisation programme in such a 
manner that imports cover not only the direct cost of projects but also 
indirect ones '(such as maintenance imports) and the increase in horne 
demand as a result of the multiplier effect of investment, inflation ^n be 
Avoided Ifit is possible to channel any supplementary demand into 
imported commodities, inflation will not occur. The LDC corjtain a large 
rural subsistence sector. Higher rewards are necessary to pull this sector 
with the organised labour market. Thus, some price rises are necessary 
evils, and the whole macro-economic structure needs to be analysed 
before drawing any conclusion. 
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Equity investment is said to have a more stabilising effect on the 
invested country or it can be adjusted to cyclical ffuctuations. In years of 
depression, dividends could be reduced or eliminated altogether. Portfolio 
capital carries a fixed interest burden which is aggravated when an economy 
is down in the dumps. While this was true of the ninteenth century 
investment, the alleged advantage of equity financing no longer applies. 
Cyclical fluctuations in recent years have been subjected to corrective 
action and close control by governments. Their intensity and duration, 
in general, are less. The advantage of declaring lower dividends no 
longer looms so large. Thus, the relative attraction of portfolio invest- 
ment has gone up The execution of portfolio investment is taking place 
through public aid. Private portfolio investment has shrunk to very 
small proportions and any revival appears most likely. 

Trade 

A shift in resources from labour-intensive to capital-intensive enter- 
prises in the recipient countries will mean a levelling of resource 
combinations in international trade. The LDC will endeavour to promote 
the export of processed goods allowing for income and price elasticities of 
demand. International trade will expand among goods producible in many 
countries, but made competitive through specialisation and economies of 
scale. Specialisation in production of separate items within a particular 
category will supplant industry-wise group specialisation. The relative 
importance is now attached to scale, techniques of output and demand 
patterns. 

Eff^ts on the potential gain from trade can now be highlighted. First 
the relative g.ain from those items not produced in the importing nation — 
tea from India, machinery from the U.K. — is increased. The gain from 
easily substitutable items like consumer goods and semidurables is 
reduced. Any threat of a cut in supplies by a party loses importance as 
the ratio of a single country’s output to aggregate world output is 
reduced. 

Direct investment, will not necessarily move into area of comparative 
advantage for the host country. Capital imports often flow into import- 
competing industries as the returns to export industries which are abundant 
factors are not often high. Government policies stimulate import 
^bstitution sacrificing comparative advantage for economies of scale. 
Where capital does flow into exports, the investor more often than not 
will change the technical coefficients of production by altering factor 
applies and factor payments. The extent of the final gain depends on 
the Item produced and the ability to develop new markets. 

Balance of Payments 

Under the assumption of constant returns to scale and perfect equili- 
brium no balance of payments, debt servicing or transfer problem exists, 
rorei^ investment takes place, a trade surplus is maintained by the 
capital expoi ting country and is then matched by capital export in the 
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form of mainly direct ownership of foreign properties. Where capital 
export takes the form of real goods equal in the value to money capital 
exported there are no complications. After foreign investment has been 
effected, there is a reverse flow of real goods to the capital exporting nation 
to service the capital obligations and this process is p«petual and self- 
sustaining. 


Once unequal factor returns that cause capital exports are taken into 
consideration, the famous ‘Keynes-Ohlin transfer problem needs 
analysis- The transfer problem arises from the fact that the income or 
profits of foreign investor flow back to the investor’s country causing, 
strain on the balance of payments of the capital importing country. In 
keeping with traditional transfer analysis, expenditure in the exporting, 
nation falls and that at home rises by the full amount of the transfer. 


Part of the decreased expenditure abroad reduces exports. Part of 
increased expenditure at home increases imports. The financial transfer is 
affected in real terms by expenditure changes before balance of payments 
effects are felt. The exact degree of this fact is dependent on the size of 
the marginal propensity to spend on import vis-a-vis domestic goods, out of 
domestic expenditure including the transfer. The general theoretical rules 

are : 

(/) If the marginal prospensity to consume domestic goods in the 
capital importing country exceeds the foreign marginal propensity to 

import, there will be an excess demand for domestic goods and a surplus 

balance of payments with domestic prices rising as capital flows in. 

(U) In the converse case demand is shifted away from the domestic 
to the foreign market, the balance of payments worsejis and domestic prices 
fall with reduced supply of money. 


(///) When the domestic and foreign marginal import propensities are 
equal, the effects are all neutral. 

In some small countries there are extremely large marginal tendencies 
to imtjort. The adverse effects of a transfer constitute a serious threat. 
But such high values do not occur in larger countries and the sum ot 
uvo propensities is not likely to be added to unity. Thus prices in the 
receiving country may rise. Where receiving countries have low marginal 
savings propensities and higher multiplier, incomes will be raised by more 
than ihc^ fall in the investing country. The fact that the terms of trade 
have moved against the LDC leads one to conclude that the reasons for the 
paradox must be sought in other directions. 

In the recipient countries, the demand for imports st^is from the 
internal level of demand apart from the capital inflow. 
c^oital flows in when domestic capital is also making a strong bid for a 
foot-hold What happens to the balance of payments, therefore is a func- 
tion of the ratio of internal to external financing of domestic capital 

formation in the receiving countries. 
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E. Domar formulated relationship between the return flow of foreign 
investment and the rate of new lending. He concluded that the return 
flow need never be greater than the gross out-flows if the rate of growth 
of new lending exceeded the rate of Interest applied to the lending. Private 
investment alone cannot suffice to cause the new investment rate to exceed 
the yield. Either the yield rate must be extremely low or the rate of 
investment too high to fulfil the condition. The remuneration for direct 
investment varies from 10 to 20 per cent. Hence the transfer burden In 
the long run is onerous. The short run cost may be less than loan capital 
as dividends may be lower than interest plus amortisation of the loan. 
Tn the long run, loans which fetch 5 per cent are more attractive and can 
always be Tolled over’. The resultant savings can counteract cycles more 
■effectively. Even if the flow of loan fluctuates annually, the impact on 
the ratio of amortization and Interest to the total loan is fairly negligible. 
The comparative advantage of equity investment becomes a mirage. 

Kindleberger thinks it a fallacy that foreign lending and borrowings 
must be continued cumulatively. The interest received by a lender is only 
partly re-Ient. Part is saved. Borrowed capital, if productively used, will 
cause a shift of recovery among sectors and yield income more that the 
interest payable. Favourable developments will predominate in due 
course. 


FOREIGN AID 


Q. Which are the ways of estimating the requirements of foreign 
aid ? Why should the quantum of international assistance be 
increased ? How is tying of aid secured ? Discuss the merits of 
untied aid. Or 


‘‘Trade is preferable to aid.** Comment. Or 

“The need for external assistance can be reduced if the 

barriers to trade are removed.'* Discuss. Or 


Point out the difficulties which one faces in evaluating the 
impact of foreign aid upon the economic development oi the 
recipient countries. Or 

“Ifaidisnot properly absorbed, it has adverse consequences 
for the economy or of the recipient count-y *. Discuss. Or 

Evaluate the impact of foreign aid upon the planned develop- 
ment in India. 


Discuss the courses which India would be forced to persue 
if foreign aid were not forthcoming. 

Ans Since the Second World War, the world has become closer and become 
one in desiring a world order based on peace, prosperity and happiness. 
The horrors of the Second World War were tremendous according to their 
times They have grown in magnitude with the growth of science and tech^ 
nology Peace becomes the vital necessity but peace ts always thieatened by 
wvertv anywhere. All people believe that povertv^eannot be the destiny of 
STe majority of mankind. Simply belief is not sufficient, rc-alizat.vn is ever 
more necessary. Hence the motivation of foreign aid to achieve this great 


aim. 


Donor countries seek to achieve i 

(/) Political impact on international issues in and outside world 
institutions ; 


(«) certain military and strategic advantage ; 
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(m) the promotion of political ideologies such as democracy and 
communism ; 

(iV) to support colonial aims and administration ; 

(v) the satisfaction of humanitarian impulses, and the satisfaction of 
the ego of the nation concerned. 

The following basic economic advantages accrue to the aid givers : 

(0 It results in the promotion of external trade and steadily grow- 
ing markets leading to a higher exchange earnings. 

(h) It promotes external investments and consequently increases the 
national income. 

(m) It achieves fuller employment at home. 

(iV) It accelerates economic advance. 

(v) It assists in utilizing the advanced technology in a proper way. 

(v/) It assists in the increase of markets and thereby assists in gaining 
from the advantages of large scale product, ratlier than production. 

(vU) It ultimately increases the propensity of the nation. 

There are several ways of estimating the requirements of foreign aid. 
One way Is to compare the advanced countries with less developed count- 
ries. It has been estimated that the annual inctease in the per capita 
income of the prosperous world is about $ 40 while the corresponding 
figure for the less developed countries is $ 3 dollars. It has also been 
estimated that less developed countries possess 75 per cent of the world 
population and enjoy only IS per cent of the world income. Further, 
according to estimates since 1958, only one country in the per capita 
income bracket of $ 750 or more a year, has undergone a major upheaval, 
whereas 87 per cent of the countries with per capita income of $ 100 or less 
have averaged two major out-breaks. 

The United Nations Development Decade (1961 — 70) also provides 
an idea about the requirement It expects that less developed countries 
will hope to attain a growth rate of 5 per cent, annual growth rate in agri- 
culture of 4 to 5 per cent and an increase in manufacturing output by over 
13 per cent, aod that the developed countries will provide at least 1 per cent 
of their combined natural inceme. 

Another method suggested by the United Nations is to estimate capital 
development needs through capital labour and capital output approach. 
The former attempted to estimate resources required for purposes of rais- 
ing the level of employment outside agriculture. The second assumed 
that increases in production bear a relatively stable ratio to net investment 
BO that given a target rate of increase in production or income, it was 
possible to derive the figure of net investment required. Assuming a 
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capital out-put ratio of 2 8 to 1 and an increase of 2 per cent in the per 
capita incomes, the amount estimated to be created on capital from inter- 
national source was of the order of 8*5 billion dollars. 


The less developed countries have achieved the growth rate of 5 
per cent, but if population increase of about 2.4% per cent is subtracted, 
they have grown at the rate of 2‘6 per cent annually. Besides there are 
great variations in the regions. Agriculture on the whole upto 1966 grew 
at the average annual rate of 3 per cent while the recommended rate was 
about 4 to 4'5 per cent. The progress of industry has been mixed. The 
less developed countries have become the leading imfwrters of primary 
products, though these were their only major exports earlier. 


Another way is the balance of payments technique. Foreign exchange 

resources are required to the extent that a developing country taking i<s 

current as well as capital accounts together is not able to meet the over a I 
gap in its balance of payments posiiion. 

deficit for all developing countries was estimated in 1965 to be ^ 6 2 bi lion. 
This deficit in essence was the counterpart of a net inflow of official and 
private capital. 

Statistics reveal that the volume of international assistance should be 
increased for the following considerations : 

(0 The absorptive capacity of the less developed nations is conti- 
nuously increasing. 

(ii) Higher incomes of the less developed countries are leading to a 
increased requiicments. 

(ri) The less developed world derives an increasing benefit from 
international intercourse, progressive technology and expanding world 

market. 

(iV) Initially the volume of assistance has to be small so that countries 
get accustomed to international assistance. 

(V) Mutual co-operation expands the capacity of the partners. 

(«■) Mutual co-operation leads to a reduction of expeuditure on 

defence. _ . . , 

/ DfQJrable decree of progressivism in matters of international 

public fin?nceTncreases®vvith successive, developmental stage of technology 
and economies. 

(v/ii) It will help in bridging the gulf between the rich and poor nations 
and thus secure peace. 

r/v'i It will help ia curbing monopoly, concentration of economm 
powers and other historical factors distorting international economic inter- 

course. 
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(x) Most of the indastrial economies received external assistance 
xvhen they were industrialising. 

(xt) Modem technology, scientific management and the instruments 
■of higher productivity have grown as a result of the efforts, sometimes 
consciously, at others not, of the entire world. Its fruits should legiti- 
mately be shared by all. 

A Bold New Programme. 

Increasing quantum of international assistance, in both absolute and 
relative terms, can be generated, without producing unbearable or politi- 
cally explosive burdens on the following basis : — 


(/) Each country, whether rich or poor, and irrespective of the stages 
of development through which it is passing, must contribute to a total fund 
of intemiiional assistance whether pooled or not, in accordance with its 
own per capita income. The range of ratios may vary between to 1 
per cent of the G N.P. for those countries, the per capita income of which 
is less than, $ 100, and two per cent oftheGN.P. for countries with 
per capita income exceeding $ 2000. The target in each case may be 
achieved within a period of 5 years. 

(/7) Each country should additionally contribute to the total avail- 
ability of international fund, a sum equivalent to 2 per cent of Its national 
defence budget, which should progressively be increased to 50 per cent in 
25 years. It is obvious that each country will enforce reduction in its 
defence budget corrwponding to its increased contribution to the inter- 
national fund on this account. By this measure, the increasing and large 

doses of mternalional assistance will not bring additional burden on the 

people of the lending countries. 


These me^ures suggested at a symposium on foreign aid in 1968under 
the auspices of Indian Council of Current Affairs will have the provision of 
mteraaiionalising the assistance. IBRD, IMF. IFC. IDB, Asian Develop- 
ment and ot^r international institutions have been providing international 

■•nking of defence expenditure to assistance is likely to 
crcdtc the zicccssdry condi lions for inter&Etioixdl pcdco* 

Intornattonal Private Capital. 

private capital continues to play an important role in 
<»ntributic>ns to (a) ^derated growth, (b) balanwd growth and (c) reduc- 
tion m socio-economic costs of growth of the develophig countri^^^ 

The outstendiog U.S. investments have increased from some 39 
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billion in 1961 to over 61 billion dollars in 1966. The increase in the 
four years was about 55 per cent. However, the largest portion of U.S. 
private capital went to Canada, U.K., W. Germany, West European and 
Latin American countries, in other words industrially developed 
countries benefiitcd most from U.S. capital. On the other hand, the 
yield was less in industralised countries and greater in the less developed 
countries. For instance the yield to U S. investment in Canada and 
Europe was 7 4 and?’ I per cent while it was 28’9 and 52'4 per cent in case 

of Asia and Middle East. 


However, these high returns may not be repatriable. This will 
discoura- e the U.S investor to invest in the less developed countries^ 
Besides the risks of war, non-convertibility and e.xpropnation nave 
grown greater as the less devcloprcl coirnlries have become despera^ .n 
Ichieving higher rate of growth. Some attempts httve been made to 
remove or r«iuee these risks. The United States and Wes Gertn^V 
sponsered schemes for guarantees covering 'ation of i^pital and proWs 

invested by their respective nationals in other countnw. Th 

States investment guarantee scheme TbRD has been 

war, expropriation and non*converlibiliiy. 
making cfTorts in this direction. 


Aid Vs Trade 

One very effective way of reducing the need for -i* 

to reduce and eventually remove the barriers to trade, tn the forms of lartff. 

quantiialivc quotas, exchange restrictions. 

External a«islancc is a stop gap measure. It t’he 

of stagnation. I . creates additional purchastng power, helps _tc m.sejhc 

investment and advanced nations. But it cannot be a 

maikcl for the produc s of d e d economic relat.onships 

r.7,;s «"{ . * s,— ' I 

Esssinssrs;;.. 

tensions and frictions. 

. . I „ lOAS JnrrMscd bv ovcf 200 pcr cent over 1948 and 
The world *radc 7 . ‘^dollars This presumed that external 
reached the figure of [^64 bi purchasing power to developing 

assistance had provided this y advanced economies, 

countries by the mo er j “improvements in world markeis 

Sr e'^port S &iog co“ ntrtcs will b^c a critical factor for economte 

development.” 

per int In the same period. Obviously the grease Jn worW exporta 
was ^counted by the industrially advanced countries of Europe. 
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Thus the developing countries back the purchasing 

power (it has been rapidly declining) to purchase the increasing 
volume of goods from the industrially advanced countries. If restrictions 
of all types are removed by the developed countries, it will result in 
increased exports from developing countries. The latter will experience 
higher level of income and consequently import increasing amounts from 
the advanced countries. Thus it Is in the interest of the advanced countries 
that trade restrictions are liberalized. 

With increasing demands generated directly as a result of population 
growth and an attempt to achieve faster economic growth, developing 
countries have been confronted with large deficits in trade and payments 
balances. The more disquieting feature is not the dcfieil but its increasing 
volume. Tmports of Africa, South Asia and Southern Europe and 
Middle East have been rising more rapidly tlian exports from these 
countries. The average deficit in the trade balance of developing countries 
has been of the order of 4 billion dollars per year between 1 960 and 1966. 
The deficits were of the order of 10 to 17 per cent of the exports and 
varied from year to year. 


Despite widespread emphasis on the expansion of intra-rcgional trade 
among developing countries, such expansion of trade has also not exceeded 
the growth of total exports. The relatively slow growth in the export 
trade of developing countries reflects their heavy dependence on primary 
products. In volume, their sales of these commodities increased by 
5'5 per cent per year during 1960-65, as against an expansion of 9 5 
per cent per year in the export volume of manufactured goods. Exports 
of petroleum and petroleum products grew by some 11 per cent while all 
other primary products combined increased in volume by only 4 to 5 
per cent. ^ 


In the Middle East and East Asia, the rate of increase in imports was 
very close to the growth rate of G.D P. In both South Asia and Africa 
where GDP growth was relatively low, imports rose faster than G.D P. 

imports increase in I960 at a lower rate 
than ODP, partly because of balance of payments difficulties and partly 
as a result of import substitution. 


developing countries needs positive en- 

GATT. UNCfAD, and 

Kennedy Fund etc. has been halting and disappointing. 

UNCTAD recommended trade concessions to developing, 
benefitted nUrn basis. The Kennedy Fund might have 

oS^work nn f I » better 

out work on the part of the developed countries. 

includJ?^ suggestions, made at the UNCTAD, not supported by all,. 


(i) There should be international agreements to stabilize commodity^ 
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prices, as 88 per cent of export earnings of developing countries accrue 
■from exports of primary commodities. 

(//) Differential tariffs on primary products should be removed. 


(ill) Developed nations should give general preferential treatment to 
(he import from developing countries. 

(/»’) A programme for this total elimination of all quantitative res- 
trictions as exports from developing countries should be designed. 

(v) Trade with socialist countries should be encouraged and made 
more flexible than presently. 

(v/) Barriers to trade in developed countries should be so removed 
that the developing countries could compete freely in the domestic markets ( 
of the former. 


fv/0 A set of norms should be adopted to guide negotiation for a 
system of preferences to developing countries. 


(v/ff) General preferences should be so absorbed 
normal international trade that these do not result in 


eventually in the 
fragmentation of 


international commerce. 

(ix) Diversification of exports from developing countries should be 

promoted. , . 

(x) Revenue preferences to industrial countries m 
or political frame work should be eliminated in favour of general p 

ferences to the developing countries. 

(r/) The schedule for implementation of Kennedy Fund Agreements 

should be shortened. •, ui . 

with regard to the quantities produced. 

(W.) There should be a general agreemerrt o„ commoduy arrarrge- 

ments as developed by the UNCTAD Secretariate. 

(„) Products, which were ready for international arrangements. 

should be identified^ ,„,„gements should be evolved to 

vide' flnincfaltpport for the promotion of trade exchanges amongst the 
Hevelooinc countries as a whole. 

r - I A fund should be created for placing natural JJ® 

mo'rrsound basis in the context of the threat posed by the raptd develop- 

ment of synthetic products. 
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(xviti) Joint efforts should be made by primary producing countries for 

dancing a scheme of buffer stock and disversi6cation of export trade of 

the developing countries. 


^ specific scheme under the auspices of the UNCTAD should be 
established for underwriting in initial years, losses of shipping lines opera- 

ting between developing countries. 

fxA') Regionalisation of world trade through group formation should 
be discouraged. 


Tying of Aid 


1 Til® ’ncreasing distrast between the advanced industrial countries and 
1^ development countries on political grounds and on increasing ten- 
dency on the part of developed nations to concentrate their attention on 
their narrow partisan interests, has resulted in tying of aid. The imoli- 
ration is: aid IS not without conditions. The recipient countries have to 
toe the line of the donor countries. If they donot, they forgo the aid 


There are various ways of securing the tying of aid, such as 

(i) by release of non-convertible curfencies; 

(ii) by restricting procurement from the lending country; 

(m) by projeclisaiion or itemisation of assistance’ such hv. 
way of permnung deferred credits or granting loan ?or sp“ifl'c p!?ojic“; 

(»v) by restricting the repayment in specific currencies ; 

other restrictions such as the use of feed stocks nr 


(W) by restricting the markets, 
repaid in free foreign exchange, 
assistance. ® 


generally tied aid has to be 
Inis further increases the cost of 


investment goods from the chSj^tmSef^TipH ^rchasing 

value of assistance in real terms ^Thl?^ a assistance reduces the 

fifties. In re^ warf all Am American aid was less tied in the 

commonly felt^t U S machi^Sl is 

sivebya^utsTaoLcent^^^^^ «P«^' 

per ccm as compart ^fjaoanSe TnS«? European and 10 (^25 
ment, most of t£ competitoreTavi to procure- 

financing facilities from their wuntries^ 

available, they do not match th^ terns li availaMc, or if 

national competition in global tendf>r« seriously reduces the inter- 

restricted int^ationa” nm on?y SrSSd 
equally by financing its exooris on thsTli ®**^®*‘ t>atners, but 

addiUonal elemmt terms. This il an 

export trade. economic assistance to Bnancing^ 
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Similarly the assistance from the Soviet-block countries is fully tied, 
ttince the reptyment is often tied too, it makes it more attractive to the 
developing countries. Tying of aid increases the of procurement of 

imnorts Besides it distorts international trade. The World Bank Report 

for^ l96t^-67 recorded. “The difference to the borrowing country m the 
nurchasing power between tied and untied assistance can be considerable. 
Since most of bilateral assistance is tied, diversion towards multilateral 

assistance should be encouraged. 

rertain other conditions raise the cost of development. The Ameri- 
cans insisted on conifolling the management of industrial enterprises which 
were lent out of PL 480 funds. This poses the question whether assis- 
tance is meant for the nationals of the developed country or it is meant 
for developing* countries. However, in the beginning of industnalisa- 
f on be welcome. Project aid cannot be misused 

and ’cK evaluated by its results. It reduces interjection of extra econo- 
mic factors. 

Double tying ^-arw^n^id 

lit d?m:n7for . heir goods. Wuh p^ 

a recipient can select those ^ommod s ^ y jg 

any case. Double tying ^hfeheapest supplier of all the 

gotdstqutedVr'a® project. Hence international trade is distorted more 
in double tying. 

economic impact of foreign aid 

,, .olume and It Is 

or ,n .ee bareign 

"tr^ind of assistance, whether it is a loan, suppliefs credits, grant of 
return yielding capital; procurement of 

(>v) ,,,tj?Senanitpir.s, equipment or technical know-how and 
raw servicing debts; 

(V) capital out-put ratio of the programme ;to which assistance is 
applied; 

(v/) political and natural factors. 

■for atapYd^Xof ^TmST l^argS^’volumc 
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of foreign aid per capita has enabled even Malayasia and Pakistan to 
develop at a faster pace than India. Jn short, a higher proportion of 
foreign aid per capita with the same rate of domestic savings helps a 
country to accumulate a much greater amount of capital assets and this 
cannot but accelerate the rate of economic growth. 

However, no positive correlation has been found of savings and invest- 
ment, imports and exports with economic assistance. On the other hand, 
Taiwan, Israel and Greece have increased their economic growth along with 
reducing their dependence on foreign aid. 


External economic assistance has been used largely for building infra- 
structure. It consequently exercises a multiplier impact on the growth of 
the economy. External economic assistance in a particular sector is not a 
reliable and adequate index of general economic growth. However, 
creation of productive facility can be qualified in terms of capacity 
created, investment made, capital formation, income generated, employ- 

m^t provided, repayment burden. Qualitative aspects of foreign aid are 
difficult to measure. 


The impact of international assistance may be evaluated in terms of 
several indices indicating accomplishment areas of predetermined objectives 
in dinerent areas of economic activity, such as • 

(i^ a fair rate of investment growth ; 

(m) a fair increase in G.N.P. and per capita incomes ; 

fac.Si!.g To n.?' of manu. 

(/!») Stability in prices ; 

(v) a fair rate of growth of exports ; 

(v/) a manageable balance in external payments situation ; and 
wrvi'ce pa^ems"" amoriisation and other 

working of economies of Israel, Mexico Taiwan and 

aowaJds dlveloS?! ““““ Wroach 

(ft) The immediate costs of development ate increased ; 
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ic) 

(d) 

country. 

ie) 

if) 

ig) 
{ft) 

(0 


Hi) 

iiii) 

(iv) 

(V) 

ivi) 


Unbearable burdens on repayment capacity are imposed. 

The recipient country becomes subordinate to the- lender 

The natural international relationships are distorted. 

International tensions are reinforced. 

Indigenous resources fail to be exploited and utilized fully. 
Indigenous development of technology is discouraged. 

Waste and insufficient utilisation of resources is encouraged. 

If misdirection of aid and the cons^uent adverse effects of aid are to 

be avoided, the recipient country should . 

(i) develop and adopt a programme of economic and 

the volume of external assistance necessary to achieve its objectives , 

ensure efficient utilisation of resources both external and domestic; 
fXw a policy enabling it to malte full use of available resources; 
ensure non-discriminating iteatment to external resources , 

... „ 

economy ; 

::: .be repayment capacity to meet ,ts 

obligations^^^ ,„p^CT OF FOREIGN AID ON INDIAN 

'^y>cX' economic DEVELOPMENT 

the two nations. topmost 

This is despite is one of the poorest countries. Her 

;SSEi3K..'»“ 
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Aid adds to the total resources available to the community. It may 
be used to raise consumption, private investment, or government expendi- 
ture In general, the value of aid to India is equal to the value of these 
additions. Now. aid further helps to break a bottleneck— foreign 
exchange, particular items of equipment, or particular skills, the value of 
aid exceeds the nominal value of aid given. It helps to utilize fully capa- 
cities in other sectors of the economy. However, an aid-financed project 
imposes a burden of recurrent or other contributory expenditure on the 
domestic economy, and that these resources could have been used more 
productively in other lines. In such conditions the value of aid to India falls 
short of its nominal value. Again, to the extent, aid is available in free 
spendable foreign exchange, its value is likely to exceed its nominal value. 
Similarly, the string of aid restricts its value over nominal value. 

The convention approach to analysing the impact of aid is to regard 
it as filling either of two gaps, depending upon which it is larger. If 
growth is seen as a function of the ratio of investment to national income, 
aid is seen as filling the gap between target investment and domestic 
savings. Alternatively growth is regarded as constrained by foreign 
exchange, aid fills the gap between the foreign exchange required to achieve 
a given growth target, and the foreign exchange earned by visible and 
invisible exports plus private capital flows. 


The weakness of the double gap approach is that it makes assump- 
tions, sometimes justified in advanced economies, which are unwarranted 

approach assumes that the relationship between 

mvestmentand additional output IS fairly sUble, and consumption makes 
no contribution to output, and that home and foreign savings are inter- 

K .t? ‘V*?® Of it is normal to assume that the 

dommant bottle-neck is not saving, but foreign exchange. There have 

Contribution of external finance to public plan outlav is Atw 

plan compared to 3rd Plan ifth^ fail .u lesser in 4th 

is taken into account. Without aid India wnnM about by devaluation 
efforts, as she has shown^te lhe^Baig^^^^^^ 

imports retardation, devcloplnent impor? ' “o"-development 

and a shift of plan ontlay i£o areas with low foS 
ments. Since the foreign exchange crisis of 1957.T8®^rnH*^^i."®“ 
the most s^gent controls on imports of coiKMe? ‘‘S- 

cate that of food grains. 82 nercOTt of F»g^es mdr- 

fhrthcrrestricUonsofc^i^lp"tl“%SS.'A^?^^ S? ^Ir^nrs'^^ 



50 


INTERNATIONAL ECONOMICS 


development import substitution, raw materials and equipment are closely 
scrutinized for possible indigenous replacement. In any case, import 
substitution of equipment requires, in the initial stages, larger, not smaller 
imports. It is the strenuous attempt to set up domestic import substi- 
tuting capital goods industries which is responsible for the growth of raw 
material and capital imports. 


There has been considerable increased capacity in Indian industry as a 
result of inadequate imports of raw materials, component and spare parts. 
A change in the composition of imports — a higher proportion of main- 
tenance imports and a lower proportion of imports tied to new industrial 
capacity — would indeed lead to higher capacity utilisation. But there is 
little scope for substituting domestic production for imports in such a way 
as to reduce import requirements substantially in the near future. 


Export expansion, unaccompanied by an equivalent fall in unit 
prices of exports, is the third way of reducing dependence on aid. Indian 
exports stagnated during the first and second Plans. They rose between 
1960 and 1964-65, subsided upto 1970 and have risen since then. However, 
traditional exports (tea, jute and cottonl run into limitations of demand, 
and non-traditional exports, though they showed impressive increases, a 
still small proportion of the total. Exports of engmeenng goods, iron 
ore and steel, and chemicals form about 10 per cent of total exports. Th«e 
exports need to be pushed up, but foreign exchange will be required to 

build up this export potential. 


The fourth method of saving foreign exchange is to change the 
composition of plan outlay in the direction of economising m forei^ 
trade^ More emphasis on agricultural growth would have required greater 
imports of fertiliser’s machinery if fertiliser’s plants were to built up. 

We conclude that added foreign exchange shortages 

to ever more severe cuts in the second and third plans, even domestic 

savings had been available. Furthermore, even if^foreign exchange had 

been available, size of the ph^^ have been l^^rdly maintained with 

Deend diia , follows that reduction m the plan 

the Greater than the aid provided. In other words, additional 

rrhelpcr.S Sm “a muhipre account of resources provided by 

the aid. 

Thus even if some administrative faults are admitted. India can 
K 1 .nhJantiallv more aid than it receives now. If more aid is 
Provided Kpeciallv in the fertiliser industry, and proper implementation 
f/A«u?ed^t is believed by Western authors, that productivities of aid n 

Tn^ fwiU rise and to a fuller utilisation of existing capacity 

ifrtiit inHi recti V The need for physical controls would be reduwd 

rnTVZ pr"ity laid be ensured. We have to assume that 
Agriculture contoes to Vow at a rapid pace and makes India self- 

sufficient. 
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New Initiations 

Several new suggestions are recommended i 

(/) The Late John Stratchey proposed a scheme by which India and 
Britain would agree to identify specific markets in each country to be 
supplied by the other. 

(ii) Aid from surplus capacity should be encouraged. 

(Hi) India could find out about using the second hand equipment 
provided maintenance costs do not shoot up. 

(»V) Value of aid could be considerably increased if it was planned, 
for long-term in advance. 

(v) The idea of setting up joint enterprises is worth studying. This 
would increase earnings and allow more markets to be captured and thus 
result in increased exports. 




Q. Trace the pattern of export 
in India. 


INDIA’S FOREIGN TRADE 


trade during the planning era 
Or 


How far can India go far import substitution ? Or 

“The foreign trade planning under the dlsintegerated world 
orders must strive to eliminate the imbalance between the 
rate of growth of exports and the propensity to import so as to 
avoid the detrimental effect’s on the rate of growth’’. Discuss, 
in this context, the strategy of foreign trade planning in the 
4th Plan. Or 

Analyse the trends in India’s trade with less developed 
countries and countries of Socialist Block. 

Ans Observers note a change in Indian outlook towards foreign trade 
during the planned period. The first two plans paid rejatively little atten- 
tion to expo^rt expansion. Emphasis was on seeking forcp aid to accomo- 
date rising imports. The Third Plan represented a slight change. The 
emohasis was switched to import substitution. However, it is only during 
the 4th Plan, that the objective of export expansion became dominant in 
achieving the necessary external equilibrium. 

Throughout the plan period, imports have grown more rapidly than 
r^xnorts Thus the trade gap has increased continuously. The Second 
Pbn witnessed the sharp expansion of imports as the rapid industrialisation 
raked country’s demand for equipment and as a more liberal import policy 
w^s followed in the early years of the plan. The exports, however, fail 
to register any corresponding increase during the first two plans. 

At the time of the formulation of the Third Plan, imports were.expec- 
tpH io increase by about 16 percent. By then, production of essential 
nrnducts and improvements in the infra-structure of the economy were 

fuch that it was reasonable to expect a reduction in the direct 
exchange component of investment from 30 per cent in the Second Plan 

to 20 per cent in the Third. 
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Jn the event, total imports were 6 per cent less th^ 

although food imports under PL-480 reflet 

than expected. Unfortunately, the short fall m imports did not reflet 

increasedself-sufficiency or efficiency in the Indian economy, but 

drastic reductions in various import quotas m 1962-63, made imperative by 

the serious state of the current balance of payments. 

Though the performance of export during the First and Second Plan 
■was marginal, a brighter performance was expected in the 3rd Plan as 
they were expected to reach Rs. 37,000 million and Rs. 38,000 million. 
The increase in relation to the Second Plan was about 20 per cent. Infaot, 
total exports exceeded the plan target and reached Rs. 38,120 million. 
However, the progress was not sustained. Exports increased considerably 
between 1961 and 1963 but declined in 1965-66. The decline could 
have been caused by a series of rainless years and a Iwl war with 
Pakistan. ^ 


\ 


The encouiaging developments in the pattern of export trade during 
the 3rd Plan in^ be noted ; (a) Indian exports were slightly less concent- 
rated in traditional exports. . The share of three traditional exports--tea, 
cotton textiles and jute manufactures — in India’s export trade decH^^ from 
48 percent in 1960-61 to 43 per cent in 1965-66 ; (fr) Exports of engineer- 
ing and chemical products still accounted for less than 4 per cent of all 
exports in 1965-66, but in this period was over twice as large as their share 
in 1960-61. The share of Iron and steel products had also 
risen. A number of products in the light engineering sector appeared for 
the first time as exports. ; by the end of the period India 'was exporting 
a wide range of ‘lighP manufactured goods, such as type-wrilers, plastic 
goods and fountain pens. "• 

I V 

pattern of trade, the United Kingdom 

exports, 181 percent 

sharply from 4'5 per cent in 1960 61^to ^1 Soviet Union rose 

incre^aied import^ce S ^?tem ^id 

India is to atuin rapid strides in exporTproLtlon evident if 

Some observers have noted that Indian - 

f ry imports to Eastern Europe and SoTet uSFnn quantities for 
4he Wwtern countries at lower price “order to to 

«ies. These goods compete with eoods exnnTt??^ convertible curren- 

price and reduce his foreign exchanee^e/^ISi? directly at 

IS alleged, to be prevalent in engineerkg goods^ camings. This practice 
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THE STRATEGY OF FOREIGN TRADE PLANNING 

AND THE 4th PLAN 

Mi. S. C. Nandwani, in his book ‘ Trade Dillema of Developing 
Countries” notes that favourable climate does not exist for expanding the 
exports of either traditional or new goods. The solution to the problems 
can be traced only if the developed countries through some UNCTAD 
agreements come to accept unilaterally the import of some of the products 
of the developing countries, of which there seem to be little chances. 
Developed countries are rather reluctant to part with any of their trade 
gains without reciprocal dumping of their commodities. 

Trade relations amona the developing countries themselves shall have 
to be enlarged in spite of the formidable obstructions. Developing countries 
can export some of the producer goods, if they have acquired the necessary 
technique for producing such goods. The investment for this purpose 
should, however, be correlated to the need for import substitution and 
efforts should be made to see that thereby they not only feed their home 
markets, but also compete in the foreign markets. But it is rather difficult to 
carry out such a comprehensive programme without proper planning- 

Thc alternative to enlarging the capacity to import is that these 
countries should make the best and the most rational use of the existing 
capacity to import. It comes to having a rigid control over foreign 
trade. Various organisational steps may have to be taken to bring U 
under regulation. Import policies should be formulated in close relation 
with the over all plan It calls for radical measures on the p.ut of such 
governments to strictly control the consumption by the privileged classes. 
Under the circumstances, internal economy has to be protected against 
foreign influences and safeguarded from foreign exploitation, foreign trade 
has to be, of necessitv, more or less, a Slate monopoly. The governments 
will have to handle all the Imports and set the prices for them. It will 
also help in the proper allocation of some selected goods in short supply. 
But it calls for the much needed efficiency, which the government 
machinery in a developing country generally lacks. Effective government 
control will also enable to subsidize exports and use experts and imports as 
important instajmcnis of fiscal policy and hence helps m the capital 
formation of the country. Thus organisational improvements can do a 
lot in stepping up the effectiveness of fore-gn trade. But this has its 
limits So wc should lay more stress on improving the volume ot exporu 
and our capacity to import. It is also necessary to start producing commo- 
dities vital for import substitution. 


Impart Substitution 

Import substitution implies, producing for the home market products 
which are imported from abroad. There is immense scope for import 
substitution not only in manufactured goods but also in raw materials and 
pri^^ary products. Tnc stage for imporr substitution ts set when a 
Lveloping country is in a position to make substantial exports. And it 
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is a continuous process without substantial limitations. The deveton^ 
countries should give purposeful direction to their develooment efforts 
by promoting import substitution industries at low levels of development, 
the developing countries should start with agricultural commodities and 
raw material. Of course the country should specialize in coramodiiies m 
which It has a geographical advantage. And later on with the fully developed 
technique can take over the whole of anti-import production. 

As_to the process of substitution, it depends on the individual 
country’s level of development. In general, import substitution industries 
are to be preferred to export oriented industries in an import sensitive 
economy. And when it comes to a choice between the import substitution 
and export oriented industries, ihe former will have to be given precedence 
over the latter, given the investment outlay for the two, primarily because 
they will go to strengthen the economic sovereignty of the country and 
more so they reduce the uncertainty,, which the export oriented industries 
would face, being always dependent on external market conditions. But in 
determ'ning priorities for import substitution, one has to take inta 
corsideration the stage of development and economic structure of the 
country. 

All the developing countries are not capable of starling import 
substitution industries. Many developing countries are so small that 
heavy industry cannot possibly stand on its own domestic demand in the 
long run. And this will not be economical from the point of view of 
their development. Some major countries like India, may successfully 
implement such programmes. 


In conclusion we can say ih^t foreign trade planning under the 
disintegrated world order must strive to eliminate the imbalance between 
u growth of exports and the propensity to import so as to avoid 

the detritiicnial effects on, the rate of economic growth. The exports have 
to be enlarged at low levels of development and -when the economy Attains 
a specific stage of industrialisation, efforts should be made to reduce the 
propensity to import through import substitution and other institutional 
Ranges within the i^ountry. But for the rapid rate of growth of economy 

on ^ substitution but also to a large extent 

on export promotion. > ® 


to fora'idaWe difficulties. Add. 

io.IL - ” ^ divergence of standards of living The develonh 

growth! while their ^ 

The widentagtSIfhiThe”stonSr^^ *’‘=*‘°* 
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Jill rt i t massive flow of capital without 

world. An iniegratcd economic develop- 
ment of the world at large, would be the only hope of developing 
countries. ■> r r e> 


However, such an integrated development of the world at large is 
tar away and similarly the massive flow of capital without restrictions 
does not seem to become a reality in the near future. Rather, as we have 
seen earlier, the developing countries includinz India, are increasingly 
witnessing the reduction of foreign capital. This is an unhealthy develop- 

^ slightly different approach more aitunid to self- 
sufficiency. India, particularly, feels the need of such an approach. 

The “Fourth Five Year Plan” records that the balance of foreign 
exchange requirement amounting to Rs. 8,300 crores will have to be met 
out bv export earnings. This is significant for it clearly puts the burden of 
financing on exports. The export earnings must increase from 1.340 crores 
in 1 96^-69 to Rs 1 900 crores in 1973-74 or at a compound rate of 7 per cent 
per annum This rate of growth does not appear to be bey ond reach if 
proper reorientation in policies and institutional arangemenis for e.xport 
promotion is thought about. 

Further the document points to the need for stability of p licies 
pursued for export promotion. However, there should be a degree of 
flexibility to permit adjustments according to frc.sh developments. 

The document lisf* the policies : The policy measures, in the first 
instance, have to be designed to increase the availability of goods for 
exports. This will call for measures to expand the production base for 
exports as well as restrain increases in domestic consumption of exportable 
goods. Fresh investments in export oriented industries and adequate and 
regular supply inputs of right specifications will' ha\c to be arranged 
from domestic or foreign sources. Investigation may also liave to be 
undertaken to identify new types or varieties of e.vportable agricultural 
producis and inducements given to increase their supply and exports. 
Programmes for research and market surveys may be necessary to find 
new uses and new markets for traditional items. 

“Attention needs to be given to the improvement of efficiency and 
lowering of costs of production specially of non-traditional items. En- 
couragement should be given to exports with high potential for growth 
and good prospect of competing in international markets. Adjustments 
in export duties as also full refund of or exemption from excise duties 
should be made where appropriate. In the case of traditional items like 
cotton textiles and jute, facilities are required for mobilisation and 
rehabilitation of manufacturing units. Replantation of tea bushes and 
modernisation of processing and package facilities would be 
necessary to promote tea exports. 

For a larger export of non traditional items like iron ore and 
engineering goods, improved transport, handling and berth facilities at 
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ports, wider publicity and adequate after sales service will have to be 
provided. Developing countries may also require technical and financial 
assistant including deferred payment artangcments along with machinery 
and equipment exported under contracts on turn-key basis, while restrict- 
ing imports to the minimum, essential supplies of imported raw materials 
and components should be assured to the exporters. Other facilities 
meeded by exporters should be extended in full measure.” 


Report estimates the prospects of export over a long period upto 
15^80. It states, “The growth of our major traditional exports, and in 
particular, bn, jute and cotton textiles, is likely to be slow. The 
major direction of future diversification will be in metals and metal 
manufactures (including machinery, equipment and engineering goods) 
iron oiC, chemical and allied products. The world demand for these has 

grow, at a much faster rate than for 
most other iienis. India, with its wide industrial base, which will be 
ler strengthened and expanded as a result of the programme of 
development, should be m a position to take advantage of the growing 
trade opportunities m this range of products as competitive basis. Of the 
projwted increase in commodity exports, it is posiu'atcd that nearly 65 
manuf?ci3 detained by the expansion of trade in minerals and 
mnCII. f ■ P® manufactures, two of India’s 

i^Li expected to be reduced from 29 per cent 

^rowlh 1980-81. The relatively rapid 

SJket ^ preparations in the world 

S^ss^h; a promising avenue for expansion. It is also 

fi^ained n J ^ supplies of food grains improves and self-sufficiency 

<iivSforrxp“rpVo'r°s“"‘ 


India and The Less Developed Countries : Trends in Trade 

nations have tended to trade amons themselves 

EPTA and %MECON ¥he1r 

■and bilateral trade a|raS “ ^ American Common Market. 

■dcveio^^Snl^trlS ^dL^Tned 6-6 trade among the less 

1966 as a propom^n olf Si ^ Pe^ in 

<>f neighboring mainly confined to the States 

preponderance of mimfrv^?h.nrP P® to be ; the 

tions among the rn? exports, trade restric- 

^ tne UPC, and tariff negotiations being carried on mainly 

1. The Fourth Five Year Plan. pp.4(MI. 
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with developed economies with whom the nations were bound by historical 
ties — France with her former colonies, Britain with South Asia, the 
United States with the Latin Hemisphere. 

Indian exports to the less developed countries stood at a figure of 
approximates $1600 million. Exports, however rose 1/68 by 
about Rs 2-8 crorcs to Africa, though declined to the U.A.R. by 
about 70 lakhs. Exports to Japan were higher by Rs. 5 8 crores mainly 
because of higher exports of iron ore and iron and steel. A few treads can 
be observed : 


(0 The proportion of minor exports has increased. For first 
time salt haS been exported to Africa, electrical ^fiances to Gu.na 
bicvcles to Svri.i and diesel engines to Iraq and Cyprus. Exfv^rt orders m 

cables worth Rs. 2 7 crores and 80 lakhs respectively were rece^dfrorn 

Kuwait and Singapore in addition to a Rs 7 crorc from N^na tor- 
transmission cables. Similarly Iran has placed ^ - rr f^r hvdraulic 

ioints while Milavasia and S.)uth Korea have placed orders for hydrauhe 

felirs and wagonsT^^^^^^^^^ , Tims ^ 

seems to increase. However, the Indian share 7 oer cent 

developing countries is still small, being 2 per cent of Malayasia.7 p.r cent 

of Thailand and 3 8 per cent of Burma s. 


/• \ T«a,%TT A n fnde has seen ups and downs despite the 
agreements of co^ottetalion and preferential “"“"Sements. Man cxjrorts 

in 1067-68 w •I ’ 50 per cent of expected exports and amoun.ed 

trade liberalisation Indii and the U.A.R. l a g fertilisers, phos- 

(,V) India has had a favourable balance 
exports include a large variety Pakistan and China have cap- 

tured the market for chillies from ^ p'Xn ha^e dal ined from 

have stood about 19 crorcs, her India has offered a 

Rs. 5-3 crores to 3 7 crorcs in between 1963 and I9b8. m p^^chin^^ 

credit of Rs. 5 crores for purchasing from X ^Colombo Plan has 

tools. Indian technical assistance to Ceylon under the Colombo r 
amounted to about Rs. 1*27 crores. 
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India signed first agreement with Philippines in March 1968 which 
listed the goods that India could export. 

(v) India has accorded most favoured nation treatment to Mangolia 
in a trade agreement signed in 1968. Payment is expected to be converti- 
ble currencies otherwise agreed to. Clearing accounts are permissible. 
Exports envisaged from India to Mangolia are items like tea, tobbacco, 
vegetable oil, chemicals, tarpaulins and pharmaceuticals. Exports from 
Mangolia are wool, animal skins, woollen cloth and woollen knitwear. 

In December 1967, India, U.A.R and Yugoslavia signed a tariff 
agreement providing for concessions by way of 50 per cent reduction in 
custom duties on a wide range of products (engineering goods, chemicals 
and cables etc,) of export interest to three countries and enforceable in the 
two stages over 1968-69. The concessions could be extended to all other 
developing nations on a mutual basis. Goods are eligible for concessions 
if “they are of the origin of the exporting participating state” and if they 
have been consigned to the territory of the importing state from that of the 
other state. 


In 1968, India and Cameroons signed an agreement for reciproc.al 
extension of most favoured nature in matters of trade and tariffs. This 
was India’s first agreement with a West African country. Similar extension 
of most favoured nation treatment was extended to Brazil by India by a 
trade agreement in 1968. Similar agreement could be extended with other 
countries. 


India can look forward to increased trade with Brazil, Earlier India 
exported lac, camauba wax and oils to Brazil. In 1966 India imported rice 
trom Brazil and exported telephone equipment in addition to lac. India 

exported goods worth about Rs. 35 lakhs and imported goods worth 106 

^ supply machinery, railway vehicles, 

Brazil imports from other countries. She can increase her 

in and raw cotton. Capital investment 

m Brazil is a bright possibility. 

Indian Trade with Socialist Block 

BilateJal'a^S agreements with the socialist block, 

two countries bv a generaj method of financing trade between 

over a wide "’ak'ag payments- 

Basically, thev fnvolv^^ ^ other country for a definite purpose* 

remittances. The main without foreign exchange 

is one-to-one bilateralism foreign trade system 

Indian Rupee Iii3ced*to an^exchflfio?^ settlement of trade balance is the 

with a gold parity clause It provision and in most instances 

6 a pamy Clause. It is this safeguard against exchange revaluaUott. 
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that delayed the growth of exports after devaluation of the rupee until a 
satisfactory solution was arrived at. The exchange rate stipulation serves 
in converting invoice values into currency of account value for settlement. 
If. however, a single currency is used for all transactions and valuation 
such a stipulation may be superfluous. 

(Z») Most of the agreements are for the duration of three years and 
with annual reviews. 

(c) The aggregate trade value targets over the period together with 
list of items for export/import are stipulated, incorporating special credits 
and loans as necessary with repayment provisions. 


(d\ Earlier agreements stipulated that accounts had to be 
by the Exchange Settlement Method. In other words, the rupee had 
to be converted into a freely convertible currency like the sterling before 
settlement of balances was affected. This meant that the currency of 
East European countries was no softer than sterling for India with no 
inducement on the Indian side to discriminate m favour of imports from 
these nations. In I9>9, the pattern was changed. The rupee balances 
held by the State Bank of East European countries m India can no longer 
be converted into sterling and outstanding balances are pitied 
exports /imports or by mutual discussions Thus the off set ^eUme t 
mechanism has supplanted the exchange settlement in recent agr«^ 
and geniune desire for bilateralism has been attained. 

70 per cent of exports from the socialist block consist of industrial 
commodities-complete plants, equipment and 

India exports’ to the Soviet Union amounted to 172 mtllion '5 

1 966 and^the share of manufactured and semi manufactured goods reached 
43 percent against 12 per cent in 1956. Besides traditional commodities 
ind?a exporfs steel structures, railway wagons, 

the Soviet Union and imports from crude oil indu trial ^ 

equipment for earth moving, power generating, oil NNoo 

Sods and shoes are finding increasing popularity in Soviet Union. 

Indo-Yugoslav trade is governed by a payments ^ 

imnorts and (Txpnrts will match. Each country has granted to 
Zst favoured nation treatment. In 1 967 India accounted for 2 3 per cent 
of Yugoslav exports and I ‘4 per cent of her imports. 

Prospects and Problems of Indo-Socialist Block Trade 

manufactured and semi-manufactured goods, shoes, fans, etc. 

The heavy vehicle industry and the railway wagon 



INDIA’S FOREIGN TRADE 



aid. Exports agreed upon in advance provided a method to the LDC by 
which short and medium term credits could be repaid. This was at a 

time when India needed capital goods procured in return for traditional 
exports. 


The position changed radically in 1968. A number of credits were 
not utilised by India such as Polish credit for Rs. 40 crores advanced for 
the manufacture o^f mining machinery and thermal power equipment, 
when demand suffered a considerable recession. Domestic capacity has 
raproved. Indian requirements will be in ihe nature of maintenance 
mports rather than capital goods. The rate of growth of maintenance 

ITum/nf ?heT although absolute 

further r increase. The trend will be towards 

dilii^n^ ^ Jieed of capital imports has started. 
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Trade operates (as a rule) with a fundamental bias in favour 
of the richer and progressive regions (or^countnes) and in dis- 
favour of the less developed countries,” — Myrdal. Discuss. Or 


“The developing countries are 
secular deterioration in the 
agree with the above view ? 


faced with the prospect of 
terms of trade.” Do you 


Ans The Terms Of Trade For The LDC 


Normally, the terms of trade” refer to “cormnc^ity of trade 

or the “net terter terms of trade”. This refers to 

Kother in trade. The price index for exports is divided by the price 
index for relevant imports. 

.e. 

Dumber of reasons 3 

fall In the unit expriccs lead to ‘“^•easjd productivity, internal 

if the fall m country’s economic welfare is likely 

factor earnings ar 7, huHm auoias transportation costs, price 
to be enhanced. ^j,nd the like impose distortions not 

differentials due to «chan^^ ‘"statistics Remittances abroad by foreigners 
evident from earnings Finally, the under-invoicing of exporU 

can offset ignores more prevalent in the less developed 
and the terms of trade downwards from the 

““"n^uporprominent economists believe that the commodity terms 
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of trade have deteriorated rather than improved for the poor countries 
in the long run. Gunnar Myidal, Hans Singer and Raul Prebisch are 
the foremost exponents of these views. 

Cunnar Myrdal 

“Trade operates (as a rule) with a fundamental bias in favour of the 
richer and progressive regions (and countries) and in disfavour of the less 
^veloped conntrios... harmony of interests must be a very convenient 
idea for those who have drawn a lucky prize in the lottery of life.’' Gunnar 
Myrdal finds the explanation in the circular constellation of forces causing 
a low income equilibrium. Economic development results in a 
cumulative causation process whereby the well endowed are awarded 
more favours and eflfons of those who lag behind are thwarted. The 
backwash effects predominate ; the ‘spread’ effects are dampened. 

Myrdal-s arguments against trade as an engine of growth are based 

income elasticities of demand for primary exports. 

Itv % Mh*'- economy has been negligible ^ The 

Myrdal thesis assum^ that technical progress has been greater in industry 

than m primary production in the face of a slowly growine demand A 

is 

domestic market abroad In deveJonp.^ }u 

and strong trade unions allow wies to^riseS'^r of labour 

tivity. Hence, the gains from 

theformofhigher^gesand orom^'.^K? 1 distributed in 

nuterialthecoovei^™?^ .*^f^f^L^^^^^^^ than lower prices. For raw 
form of price reduction!^ * ° ® “ producUvity have taken the 

of the growth of a 

permit domestic market ^owth a hieher^A?? ® policy measure to 

external economies and a non^islriminit^^,f of employment. 

of the demonstrtaion effect TheNurkse- 

standardsofliving is assailed on the demand and 

Hans Singer inhibited, 

f close resembteilw onhe^M^rxiJ^J^^^^ **‘®‘*® of LDC bears 

hlthll^ S exploitation when 

xKr cSriS aDC) 
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activities that cause dynamic radiation of economic activity have not 
had sufficient impetus. 

Raul Prebtsch 

The powerful supporter of the Less Developing Countries, Raul 
Prebisch, Secretary General of UNCTAD, attacked the Victorian doctrine 
that international trade based on the theory of comparative advantage 
and division of labour would benefit all countries. The periphery IpooU 
always lost out to the centre (rich countries) as the rates of growth ana 
the import coefficients of the latter were “exagenous” factors. 

The decline in two terms of trade of the “periphery” (Less Developed 
Countries) relative to the centre (rich nations) is due to : 

(/) The Singer effect 

(,/) the fact that in the downswing of the cycle the decline was greater 
than on the upswing. 


(iii) a greater income elasticity of demand for imports 
a competitive market. 

Industrialisation and import substitution do of 

the LDC themselves, will not suffice. 

All supporters of the, secular deterioration hypothesis, adduce 

further reasons for their findings . 

(,) The export proceeds f “r "«"fluctu- 

unstable. This instability Although rJianufacturing prices 

lions and long-run secular pri^ declin . All depression as 

have risen less in the upswing they have not i industrial wages 

fhey rose during a boom blouse of to ,950 the 

and prices in the oligopolistic commodites was 14 per cent, 

average annual fluctuation in the pnera °f“j 5e“bly during the business 
m volume of demand ^ [LVthe volunre of ex^ths 

cvcie. Wallich, quoting U_N. data, points xhe whole process of 

Svestment dependent upon them. 

Hcor^ii ^ « 
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exception of petroleums, 40 per cent of exports from the developing 
countries compete with synthetics. Often factor reWms are static and 
the benefit of any increas^ productivity goes to the richer country in the 
shape of lower prices. If raw material prices were artificially raised, 
even with the consent of the importing countries, economic facts are 
quickly reversed. Substitution by synthetics is speeded up. Once substi- 
tution is in full swing, it is irreversible. Exports fall not merely in volume 
but even more in value. The net effect of development on the poor 
country from the consumption side is export biased (pro-trade biased) 
whereas in the rich country it is import biased (anti-trade biased). 


(///) With a satiated market for tropical products, demand responses 
to changes in income and retail prices are negligible. Distribution, trade 
mark up, and processing costs account for the bulk of retail costs. Studies 
of traditionate imports in the developed countries reveal that not imports 
rose proportionately with consumption. However, import unit values fell 
and the total rise in values of imports was marginal. A shift of demand 
items with high to those with a low import content is evident. 


There have been severe criticism of the above doctrine. Firstly, it failed 
to Uke account of transport costs. If it is taken into accouut, this secular 
decline in the terms of trade is less unfavourable. Secondly, computa- 
tions of the net barter term of trade have omitted invisibles. Thirdly, the 
methods of const ructing price indexes do not adequately allow for improve- 
ments in the quality of old products or introduction of new products 

Since these are more 

^mmon m the developed countries, the price index for manufactures has 
a strong upward bias relatively to that for primary products Kindle- 

manu4"ctres"and p“ 

SS produ«r^ On th^ did not show a general shift against 
of eqi21i?y for both possible to define units 

woKcnedformiacS, ^ Products, the terms of trade might have 

ducts, KTndfe^TgeSlfcrs a'^differM?'*eK^^^^ worsened for primary pro- 
primary products have the manufactures and 

tendency for incremental raw mater^fi growth, Engles Law and the 
end-product causes the demand fn? r per unit of 

primary products and thus cause ^ ^ to rise relatively to 

the latter. Given these deman?/.,? worsening of the terms of trade for 
advantage on the supply °side°*Th^ affluent countries have a 

where demand is rising away^romsttfn;. ^ reallocate resources 

L^ Developed Countries are^blT to ^ The 

products subject to falline to shift resources out of primarv 

demand trends. Suppi^lasS^’ drastically with downwaJd 

e^tic to price incre£? Lt Stic to orl^ supply is 
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alternative investment opportunities, an argument also applicable to the 
extractive industries. Kindleberger concludes that in the develop>ed 
countries entry and exit are easy for manufactures and primary products ; 
in the developing world entry is easy for primary producers but exit is 
difficult, while entry is relatively difficult for manufactures of relatively 
complete products. 


He further finds that exports of the LDC face more inelastic foreign 
demand than the exports of the developed countries because the former 
are more specialised in their production ranges. Apart from low forei^ 
elasticity of demand, the elasticity of suppW is also low. Any domestic 
supply in the importing country may be highly elastic for price rises, thus 
restricting the rise in the price of imports. During a period of falling 
prices, however, import regulations prevent a fall in domestic supply. 

Haberler in his “Terms of Trade and Economic development in 
Economic Development for Latin America” criticizes the validity of the 

assumption that the monopoly of factor supplies (specially labour) m the 

ricnati^n mean that the lerms of trade of the LDC will deteriorate 
Monopoly at the factor level will not affect the terms of trade there 

is a monopoly of the product in the world market. 

price policies will not reflect in the terms of trade where international 

and sunplv are elastic, unless the exporters possess a monopoly in 
t w«ld maS m the world export markets there is substant.a pr,« 
and quality competition among firms exporting capital &oods and . 

rnuniries are warned about their balance of payments and whether 
hlir' expo” are beinrpriced out of the world market. Monopohsts m 

of trade will be affected. 

The Prebischian analysis “‘r oHradrSinc.^cannot 

ff1u3rLppIy IS infinitely 

r“nly possible way out f,,f^Vr agSmm"to tadUtry^s slow, a 
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less than unity, it is the overall expansion of demand for exports that 
counts. The absolute demand from the richer countries may still grow 
with development. The supply of domestic output of imports may 
become inelastic and necessitate larger imports. 

The entire analysis rests on the commodity terra of trade. Exports as 
well as productivity in the export sector have been enhanced. This means 
that the single factoral and income terms of trade can be favourable even 
with adverse commodity terms of trade. The double factoral terms of 
trade may deteriorate. But the poorer countries receive more imports per 
unit of exported factors and this has a positive welfare effect. 

Evaluation 


It is quite true that tariff and non-tariff barriers in industrial countries 
to restrict the access to these markets of the products of the LDC. But the 
policies-intemal and fiscal policies of the LDC and the consequent reforms 
are less emphasised. These do result in inhibiting the export potential of 
developing countries. 


Contrary to the pure theory of comparative advantage, export maxi- 
mum of LDC is determined by the fact that overseas demand could be 
^tricted or that where demand does exist, domestic supplies are inelastic. 
Exports become a lagging rather than a leading sector. Nor is the general 
absolute productivity high enough in most instances to produce a 
suflBcient quantity of what is demanded abroad. 


The process of economic development results inevitably in an increase 

m the absolute value of input and capital imports wilh the LDC. The 
zctm and potential foreign exchange gap has grown. The rate of growth 
S* capital goods and maintenance imports has been greater 

than the mcre^e m the unit values of the traditional exports. Thus the 
great gap has developed. mu:, mo 
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INDIAN DEFENCE EXPENDITURES 
AND PAYMENTS PROBLEM 


Q. 


in 


How did the defence Imports accentuate the balance of 
payments problems. Or 

Examine the justification for a policy of self-sufficiency 
defence production persued by India after 1962. 

Ans Duiins 19-"7, as a result of the strains in the Indian economy from 
the famine of® 965-6 and of the cessation of U S. aid following the Indo- 
Pakistan War of 1965, it was suggested that the level of Indian defence 
rSiture might be deduced. It was expected that str ngent economic 

carry out certain necessary commiime • . friends or eternal enemies 

of defence expenditure. There are no comb?- 

in the comity of nations. She has ° bounded by China and 

ral;rsufan7b= TuJlTco.. line. >ndla, .nevitaWy spend, 

"'"IIZX ZZ f^cor in?5o;';-9 

cent*' in '^1955. 2 p“rMnt in I960, LfparS was 

iiispile of the fact that Pakistan. entered with military alliances, 

about a third of the size of the Indian strength of Indian 

^‘xnanded its armed forces to reach 70 technolofiically superior to 

Sd forces, and had a s.eadv inflow o “ '"V” S o? a much^smal.er 

G.n!p. on defence in ' 950 f 

fndia did not enter with an 

ber by an unexpected aggression from China. 
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The Chinese atuck in 1962 clarified for India her geographic reality. 
She had to be alive to face an active threat by China and Pakistan. She 
could definitely depend upon the fact that Americans and Russians would 
look with disfavour upon Chinese adveniure. tarliei to 1962, she did 
depend tipon this, but ‘truth is stronger than fiction’ and the 1962 pair- 
pointed the iacl that diplomacy was no substiluie for roililary strength. 

India has been compelled to resort to antarctic policies in its defence 
production for political, economic and strategic consideration. India was 
warned by events in 1965 that reliance on foreign sources of supply can 
seriously hamper its defence effort by stoppage of spare parts and compo- 
nents at the crucial moment. Understandly India did not want to undergo 
su^h an experience again. The recent war in 1971 confirmed the suspi- 
cion and the consequent policy implications. Besides, arms market is not 
a free market and supply of arms is dictated by political consideration. 
In the supply of sophisticated weapons system there is a noticable resistance 
on the part of the established supplier countries to p.art with sophisticated 
system unless the armed forces of the recipient country are integrated wiih 
their own command, control and logistic system, and the supplier countries 
are confident of the influence they have on the armed forces of the recipient 
countries. To-day’s complexes of weapons systems are highly specialised 
to meet the needs, and likely wars of the countries concerned. India has 
its own highly specialised type of operation to support; two fronts, high 
altitudes, long borders, non-alignment, and graduated response. So it 
must develop an inter-related and integrated weapons — and equipment 

system complex which will meet those requirements. No single supplies 
can meet her requirements. Besides the size of her armed forces is quite 
substantial. Hence imports on a large scale are unjustified on economic 
grounds. It is cheaper to produce locally, in view of the economies of 
scale. The arms factories exist in India already, its balance of payments is 
a powerful argument for rapid import substitution in this sector. 

India has been compelled to spend considerable amounts on sub- 
marines, frigates etc. because of the possibilities of intervention by big 

expenditure on sophisticated air-craft system was justi- 

°®cause Pakistan introduced such system in her defence sjstem. 
Although the necessary foreign exchange seemed less feasible, still the 
secuiiiy needs did predominate. 

It has been estimated that in 1965-6,1 1 percent of the expenditure was 
^ defence in foreign exchange. Since then there has been intensive drive 
towards self sufficiency and self reliance. India was spending about Rs. 

cror« in foreign exchange for defence even before Oct. 1962. The 
hkely expenditure in foreign exchange will be not less than Rs. 60 crores. 
But in view of the fact that Indian manufactured equipment is replacing 
loreign equipment more and more, and is able to rely more on the supply 
of^cal plants ^d machinery, the foreign exchange requirement will lessen 
JO future. India may try to distribute the burden of payments by seeking 
*oog term credits from supplying counuies. The additional burden on. 
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its balance of payments will depend on its success in getting long term 
credits for its defence supplies. India's continued non-alignment will make 
a wide range of markets accessible and is thus likely to prove an asset. 

To conclude, this recent war with Pakistan has justified the big jump 
in defence expenditure. The big reversal point came in 1962 when 
India realized that diplomacy was no substitute for defence preparedness. 
Her geographic location and the state of preparedness of her neighbours 
and especially the uncertainty of their attitude torwards India has justified 
the emergence of sophisticated defence system despite her poverty. She 
had to import under duress. Now she can try for liberal terms and can 
concentrate on rapid import substitution of the items which had to be 
imported. She docs not have a choice. At last she can opt for import 
substitution so far it is feasible. 
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